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Some Phases of Capital Stock
By William A. Paton
Much has been written about the significance of certain ele
ments of corporate proprietorship and the proper accounting
treatment for them. Stock discounts and premiums, stock author
ized and stock outstanding, unissued, donated and treasury stock—
all these phases of capital stock have been so fully discussed in
accounting texts and special articles that it would seem as if the
subject should be exhausted. An examination of these discus
sions, however, discloses the fact that either some of these
matters are not fully understood or, at least some of the
generally accepted methods of accounting for certain subsidiary
items of capital stock ignore important aspects of the situation.
It is the purpose of this article to emphasize these neglected con
siderations and to raise a question as to the propriety of certain
doctrines and practices which at present find common endorse
ment among accountants.
The Treatment of Stock Discounts
It is not long since accounting opinion was somewhat confused
as to the real significance of stock discounts. The unfortunate
convention of listing such discounts among the assets was in part
responsible for this confusion. When an item is always found
in the asset column and is combined with real assets to obtain a
total of assets figure, it is easy for the accountant as well as the
layman to slip into the habit of viewing the item as an asset, even
though of a somewhat suspicious character. It is possible even
among current discussions of the subject to find statements which
suggest that discounts are related in some way to the asset cate
gory (with note and bond discounts such erroneous implications
are common), and occasionally the opposite error is made and
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the term loss is wrongly applied to a stock discount. It is now
generally recognized, however, that a stock discount is neither
an asset nor a loss, but is rather a valuation item—an offset to
a capital stock figure which is largely nominal as far as the bal
ance-sheet is concerned. The par of the capital stock in any
case less the amount of the discount represents the actual invest
ment—original proprietorship. The discount on stock account,
then, is really no more than a section of the capital stock account,
and the two accounts should always be read in conjunction to
determine the status of the proprietary equity.
In other words, stock discounts really belong to the proprietary
and liability side of the balance-sheet; and to bring out this fact
many accountants urge that such items be listed as deductions
from capital stock instead of being placed among the assets. This
is a highly commendable practice, for in this way the par value
of the stock may be retained in the balance-sheet for what that
fact is worth, the actual amount of the original proprietary invest
ment is shown and the stockholder or other person interested is
not deceived as to the real situation.
It is in the latter treatment of stock discounts in the accounts
that the commonly accepted doctrine is somewhat questionable.
It is generally insisted that such items should be written from the
books as soon as sufficient income is available to absorb them, or
at any rate in a few years. Let us consider the nature and con
sequences of such procedure.
If discounts are written off at all legitimately it must clearly
be done by charges against some proprietary equity account and
not a property account. Conceivably these charges might be
made to capital stock itself, gross revenue, net revenue or some
form of surplus. That is, since a stock discount is an offset to a
gross proprietary figure, it can be extinguished only by a charge
against some positive proprietary item. To dispose of a discount
by a charge to capital stock would, of course, be merely a reversal
of the accounting procedure which set up the discount; and if
there was adequate reason for bringing such an item into the
accounts in the first place it would be unreasonable to write it off
by such means. The elimination of discounts by charges to gross
revenue is out of the question since such procedure would disturb
the integrity of the net revenue figure, in that it would virtually
mean the transfer of an item of gross revenue directly to the
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capital accounts. If discounts are to be written off, then, the con
current charges must be to current net income or accumulated
income.
But what is the effect of such accounting procedure? Writ
ing off discounts in this manner obscures two of the most impor
tant facts which a balance-sheet should show: (1) original pro
prietary investment (including additions made subsequent to the
period of organization) and (2) accumulated earnings.
Adams, in Railway Accounting, says:
The fundamental balances to which all accounting records contribute
. . . are four in number, namely, the balance which measures the
cost of the property, the balance which measures net operating revenues,
the balance which measures the current surplus or deficit, and the
balance-sheet statement of accumulated profit or loss. . . . They are
guides for the judgment of the investor and a measure for those who
desire to know the degree of prosperity which has attended the operation
of a property. . . . The degree of confidence which may be placed
in the integrity of the four balances named is one of the accepted tests
of sound accounting.

Neither of these highly significant balances can be determined
from a financial statement if any stock discounts have been written
off. As stated above, when stocks are issued below par and par
is retained as a balance-sheet fact, the original investment can be
determined only by deducting the amount of the discount from
the total par value of the outstanding capital stock or, in other
words, by reading the capital stock and discount on stock accounts
together. If a stock discount is eliminated by charges against
income the balance-sheet certainly does not show the amount of
the investment or the extent to which earnings have been re
tained in the business. Total proprietorship is still correctly
stated, it is true, but the separation of the two important divisions
of the proprietary equity is not maintained.
A simple hypothetical case should perhaps be given to make
the discussion concrete. Suppose a company organizes with a
capital stock of $100,000, par, and that all of this stock is issued
in exchange for cash, commodities and services having a value
of $70,000. In summary form the balance-sheet would appear as
follows:
Property.......... $70,000 Capital stock........... $100,000
Discount on stock. 30,000
$100,000

$100,000
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Suppose further that in the course of a few years the company
retained profits in the business totalling $50,000. The balancesheet (assuming that no new equities have appeared) would
show at this time:
Property.... $120,000 Capital stock........... $100,000
Discount on stock. 30,000 Surplus................... 50,000

$150,000

$150,000

If the discount items were now extinguished the statement would
appear as follows:
Property............ $120,000 Capital stock........... $100,000
Surplus.................. 20,000
$120,000

$120,000

Is this last statement a strictly legitimate balance-sheet? Would
not the stockholder who read this balance-sheet naturally con
clude that the original investment totaled $100,000, and that the
company had accumulated profits to the extent of $20,000
when as a matter of fact the original investment was only
$70,000, and earnings retained in the business amounted to
$50,000?
It would surely be admitted that the primary purpose of the
balance-sheet, in any case, is to furnish essential information
about the financial status of a business enterprise to the manager,
present and prospective stockholder, creditor and other interested
parties; and it appears from the foregoing that the elimination
of stock discounts is a practice inconsistent with this purpose.
Undivided profit to the stockholder is one of the most significant
figures appearing on the balance-sheet, and he bases his decision
with respect to his investment to no small degree upon the
fluctuations in this figure. It is evident that entirely erroneous
conclusions regarding the success of an enterprise between years
might be drawn if an accounting procedure such as that shown
above is followed. A few individuals may know the facts, but
the great body of investors is likely to be misled.
Balance-sheets are by far the most popular form of financial
statement. The balance-sheets of leading companies are widely
circulated, and are eagerly read by investors. Further, the
manager often depends largely upon the balance-sheet for his
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general impressions of the financial condition of his enterprise.
In view, then, of the many and important uses to which the
balance-sheet is put, accounting methods which tend to disturb
the essential elements of this statement are at least questionable.
The integrity of surplus in particular is a matter of importance.
In adjusting the rates of public utilities accumulated earnings
constitute a highly significant consideration.
Although the integrity of the surplus figure is a matter of
special moment in the case of public utilities, the rules of the
interstate commerce commission as stated in the classifications of
1914 permit stock discounts to be extinguished by charges against
either current income or surplus. Income account No. 555,
“stock discounts extinguished through income,” is charged with
“amounts definitely appropriated from income to reduce or ex
tinguish the amount of discount on capital stock issued by the
accounting company;” and profit and loss account No. 616,
“stock discounts extinguished through surplus” is charged with
amounts appropriated from surplus for the same purpose.
The adjudication of disputes between capital and labor may
often involve reference to accumulated corporate earnings. The
present revenue programme of the federal government provides
for a tax on undivided profits under certain conditions. Any
accounting practice, accordingly, which covers up or obscures
surplus is of doubtful propriety.
It should be noted that writing off stock discounts is not the
only practice which disturbs surplus. Surplus is often subdivided
into a dozen or more accounts, is obscurely or improperly labeled,
and is scattered promiscuously among the items in the liability
side of the balance-sheet in such a way as quite to bewilder the
average layman.
It might be objected that it is not essential that surplus and
original proprietorship be segregated in the balance-sheet, since
the manager or investor in any case is able to gauge the success
of the enterprise from the data exhibited in the income sheet,
and, if he cares to penetrate further into the dark intricacies of
the financial status of the enterprise, an examination of the
original entries and detail accounts will disclose any added infor
mation desired. It is true that an intelligent examination of
income sheet and balance-sheet in conjunction by a person with
some knowledge of accounting would serve to explain the dis325
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appearance of a stock discount item and a reduction in surplus
of a like amount (provided only that the surplus account were
appended to the income sheet, however) ; but the difficulty is that
the person interested is usually not sufficiently versed in account
ing to trace such a technical matter through the various state
ments. Further, as was stated above, the balance-sheet is a
distinct statement of financial condition, and it may be read by a
great many present and prospective investors who pay very
little attention to any other data. Examination of original entries
and accounts is usually out of the question. The summary state
ments of income, surplus, assets, original proprietorship and
liabilities are prepared for the very purpose of obviating the need
for such examinations. Few, if any, of the interested persons
have the time, opportunity or skill to glean the desired informa
tion from a mass of original records. Omissions or distortions
of essential balances in the summaries, accordingly, cannot be
excused on the ground that the correct information can be deter
mined if necessary.
The prevailing attitude as to stock discounts is due primarily
to the fact that the accountant is a conservative. He has had to
contend with the natural tendency of the business manager to
overstate values and, consequently, profits; and he has come to
view such items as discounts with suspicion.
It is interesting to note how effectually this tendency has been
checked by the recent income and excess profits tax legislation.
This legislation has probably done more in three or four years to
develop among business men conservatism in accounting methods
than the efforts of a generation of accountants. For example,
the business man is now willing, even anxious, to depreciate
anything and everything.
This attitude is due in part to the convention of listing these
valuation items among the assets, as was stated above; and it is
also due to the fact that discounts on securities have so often
been improperly disposed of in corporation accounting by means
of charges to the property accounts. But if frankly labeled, and
especially if handled in the balance-sheet as a deduction from
capital stock instead of being listed among the assets, there is no
good reason for viewing security discounts with suspicion. Items
of undivided profits and stock discounts may well appear concur326
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rently on the same statement, and indeed should so appear if it
be admitted that the balance-sheet should show both original
proprietorship and accumulated earnings.
What has been said here about stock discounts may be applied
in principle to premiums on capital stock. Such premiums are
a part of the original investment and should be treated in the
accounts as a permanent adjunct of the capital stock account,
being carefully distinguished from income or accumulated sur
plus. It is interesting to note that accountants are almost in
unanimous agreement with this statement of the case as to pre
miums; and this state of opinion is an added argument for a
change of sentiment on the treatment of discounts.
Thus far it has been assumed that it is essential that stock
discounts be introduced into the accounts whenever securities are
issued below par. As a matter of fact it would be quite possible
to record all the essential facts of original investment without
entering discounts. If capital stock were listed at the amount of
the actual investment, or, in other words, if par value were not
used as a basis of accounting for securities, there would be no
occasion to record the amount of the discount in any case. And
while it is not intended here to insist upon the point as a matter
of great consequence, it should be emphasized that the impor
tance of par value as an accounting fact has been unduly stressed.
It is certainly possible (if legal) to record proprietorship at the
amount of the actual investment without any reference to a
formal valuation. In the case of a partnership, for example, the
proprietary equities are handled on the basis of actual valuations.
Further, it is now not uncommon (in states where this practice
is allowed) for a corporation to organize without stating any par
value for its capital stock. Certainly it is true that corporate
equities having no par can be handled conveniently. Dividends
can be stated as dollars per share or as a percentage of actual
proprietorship instead of as a percentage of par. Indeed, per
centages on par are very likely to be misleading, since such rates
may bear little relation to actual income rates. The investor is
inclined to attach an altogether undue importance to par value,
and this is due in large measure to the fact that the formal rather
than the actual proprietary investment is listed in the balancesheet under the head of capital stock.
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It is not intended to deny the legal significance of par value,
but the fact that par has a meaning in certain cases does not
justify its inclusion in the balance-sheet. The balance-sheet, it
should be remembered, is in essence a statement of asset and
equity facts, and need not cover all other aspects of the condition
of the business enterprise. If par is more likely to deceive than
instruct it may well be omitted. . Par value usually appears on
the stock certificates, in the articles of incorporation and in the
minutes of the incorporators’ and directors’ meetings: hence
there is no danger that the fact will be lost.
On the other hand it is entirely rational to record stocks at
par provided the proper offset (or adjunct) accounts are set up,
correctly labeled and retained as long as the main capital stock
accounts. The use of valuation accounts is a firmly established
part of modern accounting practice, and although such accounts
add to the complexity of the accounting structure they need not
cause misstatements or misrepresentations if properly handled.
Summing up the foregoing discussion, it may be said that stock
discounts either should not be introduced into the accounts in the
first place or, if brought in, should be retained as long as the
original stock issue involved is not disturbed. If such discounts
are written off, total proprietorship is still correctly stated, but
the two important classes of proprietorship, original investment
and accumulated surplus, are obscured, and the resulting balancesheets do not show accurately the essential facts in which the in
vestor or other person is interested.
In the case of discounts on notes and bonds, where a discount
is the difference between actual investment and a contractual sum
returned at a specified date, much more important questions of
principle are involved. A discount of this type measures a part
of the total interest accruing during the life of the security, and
should be accumulated by charges to net revenue and not to
surplus, for otherwise net proprietary income will be incorrectly
stated in each accounting period. It should be noted that on this
point present accounting practice and opinion are not always
sound.
The Significance of Treasury Stock
The capital stock authorized by the incorporators may be for
almost any amount, there being practically no legal restrictions on
such authorizations. Capital stock authorized, therefore, is not
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an accounting fact in the strict sense; and according to the best
methods of accounting the record of capital stock begins with
stock subscribed. This procedure keeps unissued stock entirely
out of the books of account. Whether recorded in the accounts
or not, it is generally agreed that unissued stock is not an asset
in any sense, and if brought into the books should be viewed as
nothing more than an offset to total authorized capital stock.
Writers on accounting, however, nearly always distinguish sharply
between unissued stock and treasury stock, so-called. Unissued
stock, it is admitted, represents merely the authorization of the
incorporators. It may never be issued and, although a possible
convenience in case of future expansion, it cannot be said to
constitute an asset. Treasury stock on the other hand—especially
in certain circumstances—is held to be a bona fide asset. It seems
to the writer that although there are certain differences between
unissued stock, donated stock and treasury stock in the more
narrow usage (stock called in according to prearrangement or
bought by the issuing corporation on the market), there is no
reasonable basis for the fundamental distinction commonly drawn.
These items are not assets, in any circumstances; and such dis
tinctions as exist between them are of a relatively superficial
character so far as the statement of the financial status of the
enterprise in any case is concerned. From the standpoint of the
balance-sheet it is virtually no greater error to apply the term
treasury stock to unissued stock than to stock once issued for
actual property and later bought by the corporation from the
individual holder for cash. This view is not in agreement with
prevailing opinion, but it is believed that a careful analysis of the
situation will substantiate it.
Let us note first the various circumstances in which the stock of
a corporation once outstanding finds its way back into the pos
session of the issuing company. In some cases capital stock once
issued in a bona fide manner is donated, or returned to the cor
poration without compensation. Such a transaction is usually
prearranged, and its purpose is to make the stock involved fully
paid so that it will sell readily when reissued to raise working
capital. Such is the psychology of the market that stock which
carries the legend “fully paid and non-assessable” sells more
easily to the investing public than the assessable variety. Further,
in many states stocks cannot be issued, originally, below par. But
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the laws are rather lax on this point and if the stock is once issued
at par “for value received”—even if the property received is
considerably over-valued—it can be donated to the corporation
by an interested stockholder and reissued for any price it will
bring. Some person, for example, puts in a tract of land, a fac
tory, a mine, a patent right or other property at a nominal valua
tion and later returns for re-sale a part of the stock issued to
him in exchange. Conceivably such a situation might arise even
if the value of the original property were not overstated, since
the insiders might find it necessary to make some sacrifices in
order to secure the funds essential to the successful initiation of
the enterprise.
Stocks are often issued which may be called under certain
conditions, and when an issue is brought in by call (adequate
payment is, of course, usually made to the stockholders) it con
stitutes treasury stock unless or until the issue is formally
retired. In other cases the directors may decide to reduce the
stock outstanding by buying shares in the open market, using for
this purpose current corporate funds available. Any one of sev
eral reasons may be responsible for such a decision. The corpora
tion may be a wasting asset enterprise, such as a mining company,
and it may take this method of cancelling proprietorship and
reducing cash accumulations. Or certain interests having immedi
ate control may desire to eliminate other interests by buying them
out. The common stockholders, for example, may decide to use
certain funds to accumulate an outstanding issue of preferred
stock carrying a high interest rate, for the purpose, perhaps, of
replacing the issue in whole or in part by a security carrying a
lower income charge.
Whatever the particular situation may be, the effect upon the
balance-sheet is essentially the same in each case. The corpora
tion has come into possession of some of its own stock, and this
stock, instead of being an asset, is virtually a deduction from the
outstanding capital stock, whether formally retired or not.
To make the argument emphatic, let us further consider, for
illustration, the case of stock bought outright on the market for
cash. If it can be shown that such stock is not an asset when in
the possession of the issuing corporation, it surely follows that
330
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capital stock held by the issuer should never in any circumstances
be considered a property item, since stock so purchased is the
type most strongly urged as having an asset character.
Suppose that the balance-sheet of the X Company at a certain
date stands as follows :
Mine.................... $600,000 Capital stock......... $500,000
Other assets........ 150,000 Surplus................ 250,000
Cash .................... 250,000 Liabilities.............. 250,000

$1,000,000
$1,000,000
At this time the directors vote to use the available cash up to the
amount of $210,000 to purchase the stock of the corporation on
the open market from miscellaneous stockholders. Let us assume
that this authorization is carried out and, for convenience, that
all the shares purchased are secured at a price exactly equivalent
to the book value as shown in the above balance-sheet.
This coincidence of book value and market prices would never,
of course, exist, particularly in a series of sales covering a con
siderable period. If the stock were secured for less than book
value the difference would be a credit to surplus; and this would
mean that the equities of the remaining stockholders were some
what increased. On the other hand, if a price higher than book
value were paid, the excess would be a charge to surplus; and
this procedure would be to the disadvantage of the remaining
stockholders.
If the amount of stock bought in this way is charged to
treasury stock, and the balance-sheet is prepared in the conven
tional manner, we have the following:
Mine......................$600,000 Capital stock......... $500,000
Other assets........ 150,000 Surplus................. 250,000
Treasurystock... 210,000 Liabilities............. 250,000
Cash .................... 40,000
$1,000,000
$1,000,000
Is the stock thus secured an asset of the X Company? Is it
not rather a deduction from capital stock outstanding (and sur
plus) which might be listed on the right side of the balance-sheet
as such a deduction, or even might be charged directly to the
capital stock and surplus accounts, thus reducing both sides of the
balance sheet by $210,000? In other words, has not the company
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used $210,000, not to buy an asset, but to reduce its outstanding
capitalization even if no formal change in this capitalization has
yet taken place?
Some might admit that the item of treasury stock should only
be listed at par, $140,000, since par is the basis for the capital
stock entry on the other side, and that the difference between this
figure and the price paid, or $70,000, should be charged to sur
plus. It surely could not be insisted on any logical basis, how
ever, that for the $210,000 actually paid an asset worth only
$140,000 is obtained, and that the balance is an offset to surplus.
If this item of treasury stock is an asset at all it should be charged
at the full purchase price.
Suppose now that the directors of the X Company formally
vote to reduce the outstanding stock by the amount of the recent
purchases, that the stock certificates are cancelled and that the
entries are made which give effect in the accounts to this action
of the board. The balance-sheet will then stand as follows:
Mine....................... $600,000 Capital stock.......... $360,000
Other assets......... 150,000 Surplus................. 180,000
Cash .................... 40,000 Liabilities............. 250,000
$790,000
$790,000
Total assets are now reduced by $210,000 (if it be assumed
that the treasury stock item is an asset) and this is done by a
formal act of the directors, by making entries giving effect to the
reduction and by marking certain certificates cancelled. Has the
corporation lost anything of any value? Is any stockholder’s
equity reduced ? Instead, is this not simply the formal completion
of a stock retirement which was made effective as far as the bal
ance-sheet was concerned when the stock first came into the pos
session of the X Company?
A modification of this illustration will serve to show further
the unreasonableness of viewing stock in the hands of the issuing
company as an asset. Suppose that the directors of the X Com
pany do not have the stock certificates cancelled as purchased, but
that more and more stock is bought up as funds become available
through the wasting of the mining property until the property
is practically exhausted and stock to the amount of say only
$50,000 (par) remains in the hands of individual stockholders.
Assuming that the book value per share remains unchanged (as
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compared with the preceding statements), that the price paid is in
each case equivalent to this book value and that other assets and
liabilities are the same as before, the balance-sheet will now ap
pear somewhat as follows:
Mine............. $100,000
Capital stock......... $500,000
Treasurystock...
675,000 Surplus................. 250,000
Other assets. 150,000
Liabilities............. 250,000
Cash .................... 75,000

$1,000,000
$1,000,000
If it is still insisted that this treasury stock is an asset, one is
forced to the conclusion that the X Company still owns property
worth $1,000,000 in spite of the fact that its mining property has
declined from a value of $600,000 to $100,000 and has been
replaced with nothing but the company’s own capital stock.
Carrying the illustration still further, it might be assumed
that the original property was finally entirely exhausted, that
sufficient current assets were used to liquidate the liabilities and
that the remaining funds were used to buy up the stock still
owned by individual members of the corporation. This illustra
tion is, of course, purely academic, since a corporation could not
legally exist with no membership but itself. The balance-sheet
might then appear:
Treasury stock . .$750,000 Capital stock ... .$500,000
Surplus................ 250,000
$750,000
$750,000
It is surely evident in this case that the treasury stock item is
merely an offset to capital stock and surplus and is in no sense an
asset. The X Company no longer has any assets and even before
the stock certificates are cancelled has virtually ceased to exist
as far as the balance-sheet is concerned.
But, it may be argued, treasury stock may be sold for cash as
readily as any property item, and anything which is readily
salable is surely an asset. This statement is typical of the
careless reasoning concerning treasury stock which is responsible
for the present inaccurate views of the case. The purchase of
outstanding capital stock by the issuer does not represent an ex
change of assets, as is implied in this kind of statement; and
similarly the reissue of such stock does not involve an asset
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exchange. Instead, such transactions affect both sides of the
balance-sheet. The original issue or the reissue of capital stock
is not the sale of an asset; but such transactions, from the stand
point of the immediately preceding balance-sheet, represent new
investment. New assets and new equities come into the business.
It may still be urged, however, that the law recognizes the
right of a corporation to hold its own stock; that this is not an
unreasonable situation particularly in a case where there are
several distinct issues of capital stock and a part of one issue is
bought up and held by the issuing corporation; and that such stock
is as much a part of the company’s property as are securities in
other corporations. This point brings us to the heart of the
matter. True, a corporation may legally hold a part of its own
stock; cheques for dividends on this treasury stock may be actually
made out by the proper officers and may be deposited by the
company—in fact the whole formal rigmarole may be completed;
but it should be insisted that these transactions are purely formal
and have no real effect upon the financial condition of the com
pany. The law carries the legal fiction of the corporate entity
farther than the accountant can safely carry it. In certain situa
tions the accountant must brush aside this fiction (which has a
perfectly proper significance in other ways) in order to get at the
realities of the case. For accounting purposes transactions be
tween the corporation and its own members must be sharply
distinguished from transactions with outsiders. Unless this dis
tinction is carefully made it is impossible to avoid misconceptions.
Can a corporation include part of its own stock with the total of
its actual property as an asset? This would mean counting as
property a liquidated right in the business itself.
It should be admitted that the fact that a corporation has
stock authorized which can be issued to secure additional funds
when needed may be an advantage, since new authorizations may
require a special meeting of the stockholders, changes in the
articles of incorporation, etc. Further, it might even be admitted
for the sake of argument that stock once issued and held in the
treasury may, in certain circumstances, have some slight advan
tages over authorized but unissued stock in case of reissue. But
this fact would not in the least justify calling treasury stock an
asset. An advantageous condition does not necessarily signify
an asset, unless one is using the term asset in a loose sense which
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has nothing to do with accounting. A bank’s right to issue cur
rency may be an advantage—one of the many necessary conditions
to successful business operation—but a bale of notes fresh from
the press in the hands of the issuing bank is worth simply the cost
of manufacture. The fact that a corporation can borrow needed
current funds on its promissory note or by issuing bonds is an
advantage but not an asset. A company in certain circumstances
can assess its stockholders, but this possibility is not an asset,
although the funds received when the assessment is called con
stitute an asset. In other words it is entirely illegitimate to count
as an asset any condition which merely makes possible or con
venient the raising of capital.
A word might be added with reference to the distinction be
tween “dead” and “live” treasury stocks and bonds. As Lyon
points out so effectively in Capitalization this distinction is purely
a specious one. The fact that in one case a security is stamped
“cancelled” and in another “held for sinking fund,” means little
or nothing so far as the balance-sheet is concerned; and Lyon
urges that these distinctions are misleading in other ways and
might well be abandoned. Certainly from the accounting stand
point the securities of a company, either stocks or bonds, are
always virtually dead when held by the issuer.
It would probably promote intelligent interpretation of the
balance-sheet if treasury stock items of all descriptions were
excluded from the balance-sheet proper and, if presented in the
summary financial statements, were listed as foot-notes or dis
cussed in narrative addenda. The term treasury stock is in itself
misleading, and when listed as an asset it will certainly deceive
the average stockholder. If brought into the balance-sheet such
items should be distinctly labeled as valuation accounts, or listed
as deductions from the gross balances of the main proprietary
accounts.
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Our Newest Navy*
HOW ITS COST IS BEING DETERMINED

By David Potter
I
Several hundred vessels of our newest navy—vessels of types
from battle-cruiser to mine-sweeper and to torpedo-testing barge
—are being constructed at more than a score of civilian ship
yards. These vessels are being built, so far as concerns matters
of cost, upon a basis of their actual cost plus a profit on such
actual cost.
The administration of the matters of cost under these cost-plus
profit contracts has been entrusted by the secretary of the navy
to a group of officers called the compensation board. In accord
ance with a nomenclature first used by the bureau of supplies
and accounts, the name “cost inspection” has been given to the
work performed under the cognizance of the compensation board.
This cost inspection has already attracted the earnest attention
of shipbuilders, of producers of raw materials, of economists,
of financiers, of fiscal officials and of accountants.
Some reasons for this wide interest will be found in a brief
account of cost inspection set forth in this article. The cost
inspection herein referred to has no connection with any deter
mination of costs arrived at by the United States Shipping Board,
Emergency Fleet Corporation, for vessels being built by and for
that corporation—the navy is not charged with supervision over
the construction or the costs of construction of the vessels of the
Emergency Fleet Corporation.
Let him who ventures to read further take heart of grace!
Here he shall find no cryptic “graphs” or diagrams, no co-ordi
nates or abscissae marking cost-curves better left unplotted. He
shall find few arrays of figures, and none of them appalling.
Those phrases, melodious to certain ears—interest on investment,
deferred charges, shop cost, day rate, piecework, machine rate,
non-productive labor—shall ring not at all in these pages. There
will here be found almost none of the jargon of the schools of
accountancy.
*Copyrighted by United States Naval Institute, Annapolis, Maryland.
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II
I fancy that every explorer in a new land has a peculiar pride
in his discoveries in that land, quite aside from the charm he finds
in the contour of its landscape or in the sweep of its rivers. The
sense of something achieved that filled the soul of Columbus in
his discovery of America, of Cortez in his conquest of Mexico,
of da Gama in his rounding of the Cape of Good Hope, must
have been well-nigh divine. So, too, Newton’s understanding of
the significance of gravity, Watt’s realization of the potentiali
ties of steam, or Whitney’s invention of the cotton gin, was, in
its way, almost as soul-satisfying. Hardly less so, to the persons
concerned, were the conclusions of Taylor and Gantt in regard to
scientific management, and the exposition by Hamilton Church
of the advantages of the use of the capacity-factor in the pro
rating of indirect expense.
Boldly to compare, therefore, the explorations of the members
of the compensation board and of the officers of the bureaus with
the explorations of other men, perhaps there may be conceded
to the officers concerned the right to feel that something has been
achieved by their initiation of cost inspection in this country.
The secretary of the navy, by his order of March 22, 1917,
and supplementary orders issued from time to time, organized
the compensation board—made up of representatives of the line,
the construction corps, the civil engineer corps and the pay corps.
The department directed the board, first, to ascertain, estimate,
and determine, in accordance with the terms of contracts, the
actual costs of vessels building or about to be built under con
tract, with the navy department, on a “cost-plus-profit” basis;
second, to decide upon, control, and supervise the execution of all
methods necessary to be established to carry out its duties,
especially those defined in the contracts for vessels building or
to be built upon the “cost-plus-profit” basis.
The compensation board at once requested the bureau of
supplies and accounts to call upon officers of the pay corps ex
perienced in accounting to make recommendations as to methods
of cost inspection. These recommendations were promptly sub
mitted. After consideration of the various plans proposed, the
compensation board formulated general instructions under which
cost inspection has since proceeded.
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In addition to the indispensable aid of the officers of the regular
pay corps, the compensation board has received the self-sacri
ficing assistance of a group of professional accountants and
financiers—able and accomplished officers commissioned in the
pay corps naval reserve force and assigned to duty with the
compensation board. Officers of the bureaus of steam engineer
ing, construction and repair, yards and docks and supplies and
accounts, as well as the jurists of the office of the solicitor for the
navy department, have also furnished invaluable help.
III
Prior to March 22, 1917, vessels built for the navy at civilian
shipyards were built on a fixed-price basis. A torpedo-boat
destroyer, exclusive of armor and armament, used to cost the
navy from $550,000 to $900,000. A battleship of the first class
cost the navy from $4,400,000 to $7,500,000. These prices, of
course, represented expenditures made by the shipbuilder for
direct labor and for direct material, plus indirect expense, plus
his profit. What amount of a shipbuilder’s fixed-price to the
navy was profit was not known to the navy, although close esti
mates were made by the navy’s representatives. It is not un
reasonable to say that even if the shipbuilder knew pretty closely
what expenditures he had made for direct labor and for direct
material, he did not know how much of his selling price was
overhead and how much was profit. The price the shipbuilder
fixed to the navy was, at best, only an estimate, the estimate based
on “experience” or “judgment,” which, being interpreted, too
often signified only a guess.
The increasing cost of raw materials and the increasing cost
due to high wages paid to employees resulted in the prices named
by the shipbuilders to the navy reaching a very high figure. In
dications of the inevitable result of these increased prices asked
by the shipbuilders from the navy were given again and again
by the navy department. These indications were given not only
in the form of tenders renewed and rejected, but, specifically, in
the form of requests from the navy department to shipbuilders
that lower prices should be offered, if possible.
But induced by what they believed to be economic necessity,
and inspired by motives of self-protection, the shipbuilders who
were accustomed to construct naval vessels continued to make
tenders only of prices unacceptable to the navy department. The
338

Our Newest Navy: Its Cost
navy department became convinced that the prices demanded by
the shipbuilders were unnecessarily high—that the percentages to
cover contingencies were greater than the contingencies would
actually require.
It is certain that it was the duty of the navy department, while
affording shipbuilders opportunity to earn a reasonable profit, at
the same time to protect the interests of the government to the
fullest extent of its powers. This duty it has performed to the
utmost.
By the act of August 29, 1917, under the heading “Increase
of the navy,” it was provided,
That if, in the judgment of the secretary of the navy, the most rapid
and economical construction of the battle cruisers authorized herein can
be obtained thereby, he may contract for the construction of any or all of
them upon the basis of actual cost, plus a reasonable profit to be deter
mined by him.

As brief as the above quoted lines are, they mark the granting
of a power to the government which was to result in revolution
izing the financial and accounting features of the construction of
naval vessels at civilian shipyards. It is possible, even, that a
revolution was begun in the whole economic situation of the ship
building industry. The above-quoted provisions of law were
supplemented by certain vital provisions in the act of March 4,
1917, the act of October 6, 1917, and the act of July 1, 1918. It
is the appropriate provisions of the respective naval appropria
tion bills which made possible the construction of naval vessels
at private shipyards on the basis of actual cost plus an agreedupon amount of profit.
IV
During the autumn and winter of 1916 and the winter and
spring of 1917, the navy department and its duly authorized
representatives were engaged in endeavoring to persuade what
may be called the “old-line” shipbuilders to agree to construct
naval vessels at an acceptable fixed-price. Failing this, the navy
department endeavored to agree with the shipbuilders upon a
proper cost-plus-profit basis upon which to proceed with the work
of construction.
For several years, a considerable amount of ordinary building
erection has been done in America on a cost-plus-profit basis. It
is evident, however, to anyone who has knowledge of shipyard
work that ordinary building-erection on a cost-plus-profit basis
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is a very different thing from the construction of vessels on the
same basis. Without entering into details, it is believed that this
will be conceded.
Since the beginning of the European war, in 1914, and in a few
sporadic instances before that time, certain civilian steamship
companies had had vessels constructed at civilian shipyards on
a so-called cost-plus-profit basis. The word “so-called” is used
advisedly, since checking of such costs, either by the shipbuilder
or the steamship company, was little more than nominal. The
steamship companies had no, or at least very inadequate, ma
chinery for verifying the records of cost presented by the ship
builders. Further, except for approximately correct records of
direct labor and direct material charges, the records of cost of
the shipbuilder, as presented to the steamship company for
payment, were little better than estimates. In fact, such records
had all the joyous freedom from restraint of an ordinary fixedprice contract.
In a word, almost no precedent existed in America for the
determination of costs of vessels being constructed on a cost
plus-profit basis.
It may be noted, in passing, that since the beginning of the
European war, a vast amount of naval construction has been done
in Great Britain on a cost-plus-profit basis. It is interesting to
note, further, that such method of construction in Great Britain,
on the whole, is not regarded by the British authorities as a suc
cess, so far as keeping down costs is concerned. Examination
of British records in the case indicates, however, that this feeling
of failure is not so much due to the fact that costs have been
excessive—if, indeed, they have been—but is due to the diffi
culties encountered by the British authorities in satisfactorily
checking the records of costs. Upon perusal of the British hear
ings, it is not certain, as a matter of fact, that costs have not
been satisfactorily checked; but the feeling of dissatisfaction
seems rather to have arisen from the difficulty found by govern
ment representatives in making clear to the committees of parlia
ment that costs have been adequately checked.
V
For the purposes of the present consideration, there are four
practicable divisions of contracts. The differences between the
four kinds are sufficiently well defined in the report of a sub-
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committee of the interdepartmental cost conference. This con
ference was composed of representatives of the departments
of commerce, of war, of navy, of the federal trade commission,
the council of national defense, and the war industries board. A
sub-committee of the interdepartmental cost conference drew up
a report known as “Remarks on contracts” (July 31, 1917). As
this is a clear exposition of the advantages and disadvantages of
the four different kinds of contracts, some part of the remarks
is quoted.
A. The Fixed Sum Contract
By this is meant the form of contract in which the contractor, generally
in competition with other contractors, bids a fixed lump sum for the fur
nishing of supplies or the performance of services (other than personal)
under conditions laid down by the government.
********
To summarize then—this form of contract has the advantage of sim
plicity but has the disadvantages of establishing a diversity instead of a
community of interest between the government and the contractor, of
demoralizing the supply and prices of raw materials, and of requiring
increased time to secure competition.
********

B. The Cost Plus a Percentage Contract
This form of contract involves the complication and expense of requir
ing that the government itself determine, or at least check with consider
able accuracy, the actual costs to the contractor.
It enforces upon the government the necessity of supervising the con
tractual relations between its main contractor and his sub-contractors,
for it is to the advantage of the main contractor to make his sub-contracts
cost as much as possible.
It offers every inducement for the contractor to inflate his costs, and
there are an almost infinite number of ways of doing this; the temptation
for the contractor is to inflate both his actual costs in every respect, and
the cost he reports to the government.
Assuming that the above objections can be met, it has the advantage
of protecting the government from excessive prices without demoralizing
the prices and supply of raw materials, and of saving time.
********
To summarize—this form of contract has the advantages of saving time
and preventing demoralization of markets, but has the disadvantages of
establishing a diversity instead of a community of interest between the gov
ernment and the contractor, of involving the government in the expense
and trouble of determining or checking contractor’s costs, of supervising
his relations with sub-contractors and of giving rise to contentions between
the government and the contractor that may be very troublesome during
the contract and for many years thereafter.

341

The Journal of Accountancy
C. The Cost Plus a Lump Sum Contract
In this form of contract the actual cost to the contractor, determined
or checked by the government is paid to the contractor, plus a definite
lump sum, which, in the judgment of the contracting officer, is a reason
able reimbursement to the contractor for the employment of his services,
plant, and organization in producing the desired product for the gov
ernment.
********
Once this lump sum has been determined and accepted by the con
tractor, the contractor is under no inducement to inflate his actual costs,
though he may still be tempted to inflate his reported costs to the govern
ment His costs must therefore be determined or checked by the govern
ment as in “B,” above. Neither is he under any inducement to keep his
costs low—in short, in so far as the real costs are concerned, he occupies
a neutral position.
********
To summarize—this form of contract has the advantages of saving time
and preventing demoralization of markets. It establishes neither a diver
sity nor a community of interests between the government and the con
tractor. It involves the government in the expense and complication of
determining or checking the contractor’s costs, and may involve some
supervision of sub-contractual relations, although not so much as in “B.”
. . . . Assuming that the difficulties in determining the contractor’s
costs can be met, it appears to be a satisfactory form of contract.
********

D. The Cost Plus a Lump Sum with Limited Penalty and Bonus
Contract
In this form of contract a preliminary estimate is made by the con
tracting officer as in “C,” or by the contracting officer and contractor in
agreement. A lump sum consideration is fixed by the contracting officer
as in “C,” on the basis of the estimated cost. The contractor is informed
of or agrees to the estimated cost and the lump sum consideration. If
the actual cost after the work is done is just equal to the estimated cost,
the lump sum consideration is paid, exactly as in “C.” However, if the
contractor is able to reduce the actual cost below the estimate, any reduc
tion is shared half and half between the government and the contractor,
provided that the contractor shall not receive more than a certain maxi
mum. On the other hand, if the actual cost exceeds the estimate, half
the excess is carried by the government and the other half is deducted
from the lump sum compensation that was the basis; provided again, that
the contractor’s profit shall not be reduced below a certain minimum.
********
In this form of contract the contractor is again put practically on a
salary and rental basis, but with a penalty and bonus provision that brings
about a community of interest between him and the government, so safe
guarded that unduly excessive profits to the contractor are prevented and
also so as to ensure that he neither loses money on account of his work
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for the government nor finishes without any compensation whatsoever.
The contractor has every reason to reduce his actual costs, and so far
a community of interest has been established. On the other hand, he has
the temptation of inflating his reported costs to the government. It will
therefore still be necessary for the government to check or determine
costs, as in both “B” and “C.”

To summarize—this form of contract saves time and prevents de
moralization of markets. It establishes a community of interests between
government and contractor. It involves the government in the expense
and trouble of determining or checking contractor’s costs, but involves
no supervision of sub-contractual relations, since the contractor’s interests
and the government’s are identical so far as keeping down costs of sub
contracts are concerned. Assuming that the difficulties in determining con
tractor’s costs can be met, it appears to be a satisfactory form of contract.
*

*******

The first group of contracts for the construction of our newest
navy, as entered into by the navy department, is the cost-plusten-per-cent.-profit style of contract. In view of the fact that, as
has just been indicated, this contract has been regarded as perhaps
the least desirable of the three kinds of cost-plus contracts, from
the government point of view, it may be asked why the navy
department entered into a cost-plus-ten-per-cent.-profit contract
in preference to a fixed-profit-on-a-sliding-scale contract. The
answer to such a question is complete and two-fold: first, the
cost-plus-ten-per-cent.-profit contracts were formally entered into
in April, 1917, and actually were agreed upon by the middle of
February, 1917, before as much was known of the relative advan
tages and disadvantages of the different kinds of practicable con
tracts as is now known. Second—perhaps the more important
reason of the two—the policy of the navy department at that time
made the cost-plus-ten-per-cent.-profit contract preferable to all
others—in fact, made its adoption inevitable.

VI
Governance is one of the most difficult and delicate arts in the
world. In its last analysis, the tools and instruments of adminis
tration are persons—hence, machine action can never be counted
upon from them. In all important situations, the psychology of
human beings must be considered. Governance can, therefore,
never be a science, but must ever remain an art. It is hoped
that the expression of these facts here will riot be found plati343
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tudinous in considering the reasons for the adoption of the types
of contracts entered into by the navy department with the ship
builders.
For many years past, the orders placed by the navy depart
ment with the principal civilian shipyards for the construction of
naval vessels had furnished the very backbone of the “old-line”
shipyards’ business. Such orders enabled the shipbuilders to
stabilize their laboring force, to assure sub-contractors of a re
liable market for fabricated articles entering into naval vessels,
and to constitute a steady demand for the producers of raw ma
terials. Such orders have been a financial guarantee to the stock
holders of the respective shipbuilding companies, since they rep
resented work upon whose completion no such thing as a bad debt
existed out of all of the millions involved, because the debtor was
the United States government itself. It will thus be seen that
the shipbuilders owed a particular responsibility to the navy
department and, in fact, owed a very great and very particular
debt of gratitude to the navy department because the department
had enabled the shipbuilders to carry on their business in good
times and bad times alike.
On the other hand, the maintenance of an efficient shipbuilding
industry was of primary importance to the navy department, and
to the nation. Commerce, industry, and agriculture itself, are
alike dependent, directly or indirectly, upon the ships that sail
the seas. While our interoceanic commerce-bearers are usually
spoken of as negligible in quantity, they are so only relatively to
the seagoing vessels of certain other nations and relatively to
the vast quantity of goods transported overseas from this coun
try. Actually, the interoceanic tonnage of this country is very
great. More important is the fact that our coastwise trade is,
by law, carried on in our own bottoms and that these bottoms
are, by law, made in America. For the construction of these
vessels, a sound shipbuilding industry is essential. It is vital,
therefore, that the government, which is only the people itself,
should take the necessary measures to sustain, at all times, an
adequate shipbuilding industry. As part of this industry, it is
necessary that men-of-war should be built sufficient in number
and size and quality to sustain and protect the national policies
in all parts of the world.
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In harmony with these ideas, it is vital for the navy depart
ment to make sure that the price at which naval vessels are built
for it by civilian shipbuilders should represent not less than the
actual cost, not less than a reasonable profit. While the navy
department uses records of costs secured in the course of the
construction of men-of-war at navy yards to check up and to cor
rect the claims of civilian shipbuilders, yet, at the same time, it
uses the navy cost-records to justify its allowance to civilian
shipbuilders of such price as may be agreed upon. In the case
of the policy of the cost-plus-profit contracts now before us, the
navy department believed it to be necessary—particularly in view
of the national and international emergency then existing—to
make such arrangements with the shipbuilders as fully to pro
tect the government and not less fully to protect the interests of
the shipbuilders. Even more, it seemed necessary to err, if at all,
on the side of liberality to the shipbuilders, in order that the work
might proceed with the utmost possible dispatch and with the
utmost cordiality of feeling.
VII
Having in mind the above outlined considerations as to the
protection of the government’s interests, and, per contra, the con
siderations as to the protection of the shipbuilders’ interests, the
navy department, so far as concerns the construction of new
vessels, entered into contracts on a basis of cost-plus-ten-per-cent.profit. These contracts are of a sort that any disinterested person
must concede to be not illiberal toward the shipbuilders. The
terms of these contracts allow as actual costs various items which,
under ordinary circumstances, are considered only as proper
charges against a profit and loss account, and, hence, not reim
bursable to the shipbuilder or manufacturer. Some of such items
are interest, rent, selling expenses, and taxes of all kinds, except
ing those imposed by the United States government. By the
terms of the contracts, the cost of these items, plus ten per cent.
thereof, must be allowed as part of the compensation to the ship
builders.
It must be understood that the cost-plus-ten-per-cent. contract
was entered into only after very extended discussion between
the navy department and the “old-line” shipbuilders, and between
both of these groups and the proper committees of congress. If
anyone should care to investigate the matter, he would find in-
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numerable pages of discussion published in the hearings of the
committee on naval appropriations, house of representatives, of
the session of 1915-1917. He would there find that the ship
builders proposed that a contract be entered into on the basis of
the actual-costs-plus-sixty-five-per-cent. of the direct labor—this
sixty-five per cent. to cover overhead and profit. So evident is
it that the adoption of this method would have immensely sim
plified the tasks of the government in checking costs—since much
of the contentious question as to what is or what is not over
head would have been removed—that one may well wonder why
this arrangement was not at once agreed to by the department.
There were various reasons of policy, as already referred to,
but, in addition, there was the fact that the shipbuilders, for the
most part, were unable to make clear to the navy department
how much of the sixty-five per cent. was profit.
The above circumstance is not so remarkable as one who has
not had actual experience with the accounts of even the largest
corporation might imagine: I think it is not too much to say that
it is only the unusual company which has an accounting system
satisfactory to anyone but itself, or which can clearly show to
outsiders or even to its own officials what are or what are not the
actual costs of its own product. The hearings above referred
to would make clear to anyone who should read them that the
navy department and the shipbuilders’ discussions were at cross
purposes, or, at least, that their points of view could not, at that
time, be made to harmonize as expressed in the terms of any
other form of contract than the one finally adopted: viz., contracts
upon a basis of actual cost plus ten per cent. profit thereon.
It is worth while noting that the cost-plus-ten-per-cent.-profit
form of contract soon gave way to the cost-plus-fixed-profit form.
As a matter of fact, only a relatively few of the total number of
vessels have been constructed under the all-inclusive cost-plusten-per-cent.-form—by far the larger number now being built
under the superior cost-plus-fixed-profit form. Of this, more
hereafter.
VIII
Examination of the terms of a contract for the construction of
ships on a basis of cost-plus-profit will show that the compensa
tion board, as representatives of the navy department, is charged
with four distinct sets of duties. The first duty is that the com346
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pensation board shall control the method of checking costs and
shall ascertain the correctness of such costs. The second duty
is that it shall satisfy itself that the prices charged by the ship
builders for material are the lowest possible market prices ob
tainable, having in view the necessity for speedy delivery and
the necessity for the delivery of material of the proper quality
and quantity. The third duty is to determine what additional
facilities a shipbuilder must have to carry out naval contracts and
to allow the expenditures necessary to construct such facilities
or a part of them. The fourth duty is to appraise the value of
such facilities after the completion of the contracts.
It will be evident that when scores of naval vessels are being
constructed with the utmost possible dispatch and when expendi
tures will eventually run considerably over $1,000,000,000, the
compensation board, having its headquarters in Washington, can
itself do no more than supervise and decide upon the actions
necessary to keep account of costs. The task might have seemed
almost insuperable except that the navy had already within its
organization various agencies which could at once be employed
upon matters of cost inspection.
Line officers of the navy skilled in steam-engineering have
often been pioneers in all matters connected with marine engines
and propelling machinery for vessels. The constructors of the
navy are not approached by any part of the civilian world in their
knowledge of ship design and of the actual construction of ships.
The civil engineer officers of the navy stand, in regard to all
phases of civil engineering, in the same position as do the naval
constructors in regard to ship construction and the navy engineers
in regard to propelling machinery. The fourth group of officers
in the navy possesses a kind of knowledge even more necessary
for the proper conduct of cost inspection. Indeed, without such
knowledge, cost inspection could not be conducted. This know
ledge is that of the officers of the pay corps of the navy in regard
to prices of material, handling of material, and cost accounting.
Thus already equipped with superintending constructors, with
inspectors of machinery, with civil engineers, and with cost in
spectors, the compensation board was ready to proceed with the
establishment of a proper procedure for cost inspection. At each
of the shipyards concerned, the officers above referred to were
formed into a cost inspection board. The respective cost inspec347
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tion boards are the instruments through which the compensation
board works—the compensation board has no direct communica
tion with the respective shipbuilders, except as such shipbuilders
may personally present themselves in the office of the compen
sation board for information.
At the respective shipyards, the supervising civil engineer is
not a member of the cost inspection board, but is a member of a
subsidiary board, known as the plant board. Each plant board
is made up of a supervising civil engineer and of the resident
cost inspector, this plant board being responsible directly to the
local cost inspection board, and thence to the compensation board.
It is to be observed that the superintending constructor is
responsible for matters relating to fabrication of hulls of vessels;
that the inspector of machinery is responsible for matters relating
to the machinery of vessels; that the civil engineer (as a member
of the plant board) is responsible for matters relating to con
struction of buildings, building ways, etc., and that the cost in
spector is responsible for matters relating to the actual inspection
of costs and to the proper records and reports appertaining
thereto. Each of these officers is responsible for his own group
of work, but each accepts the information acquired by the others
as being as authentic as his own. They meet together for final
settlement by themselves, sitting as a cost inspection board, of
such matters as can be agreed upon, or for making final recom
mendation from themselves, as a cost inspection board, to the
compensation board at Washington, which latter board is the
final board of decision.
Observe, also, that each of the members of the cost inspection
board has a competent office force. The persons attached to the
offices of the superintending constructor and inspector of ma
chinery are skilled draftsmen, and similar persons, suitable for
design and inspection of hull material, or of machinery material,
as the case may be. Of particular interest is the constitution of
the cost inspector’s office. His officer-personnel includes several
assistants who have lately been certified public accountants or
have had similar experience, and also includes the usual clerks
who have had experience in the accounting offices at the navy
yards. The force also includes “outside men,” competent to in
vestigate, on the spot, such matters as require correction in rela348
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tion to the number of laborers that may be employed on a given
job, or in relation to the methods of handling material intended
for use in government work.
The compensation board has necessarily worked through its
agents, the cost inspection boards. The performance of duty of
these officers has been beyond praise. To their resourcefulness,
persuasiveness, and pertinacity, to their resolution and intelli
gence, the success of cost inspection is largely due. The success
of cost-plus-profit contracts depends upon the efficacy of inspec
tion of costs. In the rigorous and thorough-going character of
its cost-inspection the navy has been notably fortunate.
IX
It is worth while emphasizing here that the only kind of
cost-plus contract under the cognizance of the compensation board
is the cost-plus contract for the construction of new naval vessels.
This kind of contract is under the cognizance of the compensa
tion board, but the organization of the cost inspector’s office, the
details of the accounts kept, and all similar matters, are handled
by the bureau of supplies and accounts. The officers of the
pay corps concerned have, also, the same responsibility to their
bureau in regard to the technique of their profession as the super
intending constructor and inspector of machinery have to their
respective bureaus.
Cost inspection under contracts for repairs to naval vessels,
for repairs to vessels seized from the enemy, for repairs to
merchant vessels taken over as naval auxiliaries, for the manu
facture of ordnance material, for the manufacture of aeroplane
parts, for the manufacture of machinery, or for any other repair
or manufacturing purposes, is not under the compensation board.
Cost inspection under contracts for repairs or manufacture—as
distinguished from contracts for the construction of new naval
vessels—is under the cognizance of the bureau of supplies and
accounts and the bureau of construction and repair, the bureau
of supplies and accounts and the bureau of steam engineering,
and the bureau of supplies and accounts and the bureau of ord
nance, as the case may be.
So far as the observance of correct accounting principles is
concerned, and so far as ease and simplicity in their operation go,
the form of the contracts for manufacturing work is greatly to
be preferred to the form of contracts for the construction of new
349
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vessels. The cost-inspection of manufacturing contracts has
been carried on with the same success as has attended the cost
inspection for the construction of new vessels. Since, however,
manufacturing contracts are not under the cognizance of the
compensation board, the details need not be dwelt upon here.
It should be borne in mind, however, that the bureau of supplies
and accounts is conducting cost inspection at several hundred
manufacturing plants and that such work is distinct from the
work of the compensation board.
X
The instructions of the compensation board to the various
cost inspection boards, as approved by the secretary of the navy,
do not prescribe a standard system of cost-accounting, nor do
they authorize, strictly speaking, the keeping of a cost-accounting
system by the cost-inspector. The terms of the contract provide
“that no changes in the methods or principles of keeping account
of costs shall be required, provided the department finds such
principles and methods adequate for the determination of actual
costs.” Unless, therefore, there are found, from time to time,
charges against the government account that prevent a true record
of costs being kept, no change is made.
This acceptance by the government of the shipbuilders’
methods and principles of keeping account of costs was necessary,
in the first place, because the upsetting of the shipbuilders’ cost
accounting system would have made very grave financial and in
dustrial confusion in the shipbuilders’ works, and, in the second
place, because of the fact that the government did not have at
hand a standard cost-accounting system entirely applicable to
civilian shipyards. The standard navy-yard cost-accounting
system is complete and works efficiently—it is complete but not
entirely satisfactory to the officers of the pay corps of the navy,
because of the fact that the peculiarities arising out of the gov
ernment’s system of appropriations prevent a thoroughly satis
factory navy-yard cost-accounting system’s being established. As
a consequence, since, up to the date of the establishment of cost
inspection, the navy had not been concerned, except indirectly,
with the cost-accounting systems at private shipyards, a standard
system was not at hand that could be established at private ship
yards without delay. However, the decisive consideration in this
matter was the one first named, viz., that to establish a new cost-
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accounting system in the shipbuilders’ yards was to produce, for
a vital period, very grave financial and industrial confusion in
the shipbuilders’ plants.
On the other hand, the experience gained by the officers of the
pay corps of the navy from their handling of navy-yard cost
accounting systems had thoroughly equipped them for the under
standing of cost-accounting in general. Hence, while the cost
accounting systems at the different civilian shipyards are almost
as numerous as the shipyards themselves, and while some of
them cannot be said to be satisfactory even to themselves—yet
none of these systems has presented any mystery to the under
standing of the cost inspection board concerned.
The compensation board, under the instructions of the navy
department, therefore, authorized the cost inspection boards at
the civilian plants to carry out what it denominated as a selective
and corrective check of the contractor’s records of costs and of
the actual physical transactions he carries on. In other words,
the government expressly avoids duplicating the shipbuilder’s
cost-accounting records. What it does is to have full access to
all the cost records, as well as to the physical operations, of the
shipbuilder, and to check up by an extensive system of selected
matters the correctness of his whole procedure, and to correct by
this selective check such inadvertences in the shipbuilder’s records
or methods of procedure as may be discovered.
XI
In order to expedite the construction of naval vessels, it was
necessary that practically all the shipyards concerned should
greatly increase their plants—both buildings and equipment. At
once, the shipbuilders pleaded financial inability, or, at least, finan
cial difficulty in furnishing such plant extensions at their own
expense. So far as such are concerned, the navy department
has, therefore, entered into various interesting arrangements.
If the plant extension or equipment desired by the government
is of a sort likely to be necessary for the shipbuilder’s use in the
ordinary conduct of his business in ordinary times, then the navy
department pays the shipbuilder, as fast as he makes the ex
penditure, not to exceed fifty per cent. of the cost. This class of
allowances is known as special rentals “A.”
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Five important points are to be noted in this special rentals
“A” class. First, no depreciation on this class is allowed the
shipbuilder, the special rentals rate being in lieu of all deprecia
tion. Second, owing to the requirements of the laws governing
government appropriations, the value of such special rentals is
recorded as a part of the cost of the vessels; for example: if the
shipbuilder builds an extension to his foundry at $100,000, the
government may decide that only twenty per cent. of that amount
is due to the government’s specific requirements; hence, the ship
builder must pay $80,000 from his own funds and the govern
ment will pay him $20,000 in addition, thus making up the
$100,000. Therefore, if there are twenty vessels of equal value
building at the shipyard, the cost of each vessel will be increased
by $1,000. Third, at the expiration of the contract, the govern
ment reconsiders its rate of allowance, and, if equity demand,
pays the shipbuilder more or less of the special rentals value, or
“stands pat” in the matter. Fourth, the title to this sort of
plant extension becomes vested in the shipbuilder, and not in the
government. The fifth point to be noted under the head of
special rentals “A” is that no profit is allowed the shipbuilder
upon expenditures made under this head.
If the plant extension or equipment desired by the government
is of a sort not likely to be necessary for the shipbuilder’s use in
ordinary times, then the navy department pays the shipbuilder,
as fast as he makes the expenditure, the full amount of such
expenditures. This class of allowances is known as special
rentals “B.”
Four points are to be noted in regard to special rentals “B”;
First, no depreciation is allowed. Second, the value of such
rentals is carried in toto into the costs of the vessels concerned.
Third, at the expiration of the contract, the government takes
title to the property, but the government gives the shipbuilder the
option of acquiring title to the property at an agreed-upon price.
If the shipbuilder does not offer a price satisfactory to the
government, the property remains the property of the government.
Fourth, no profit is allowed the shipbuilder upon expenditures
under special rentals “B.”
Under the act of October 6, 1917, additional plant facilities
were authorized. These are of the general nature of special
rentals “B,” i. e., their full value is payable by the government
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to the shipbuilder. However, two important differences are to
be noted. First, in no circumstances is the value of such plant
facilities charged as part of vessels. Second, the title to property
of this nature vests in the government.
Recapitulating, then, this part of the navy department’s
arrangements to finance the shipbuilder, we find that plant exten
sions are financed thus: First—special rentals “A”—a fifty per
cent. allowance, or less, to the shipbuilder, of the value of the
property, the title to the property vesting forthwith in the ship
builder; second—special rentals “B”—a one hundred per cent.
allowance to the shipbuilder, the title to the property vesting in
the government, but the shipbuilder having the option of pur
chase from the government; third—plant facilities under act of
October 6, 1917—a one hundred per cent. allowance to the
shipbuilder, but the title to the property vesting definitely in the
government.
XII
Bills covering reimbursement by the government to the ship
builder for expenditures made by him for material, labor, indirect
expense, and to cover his profit, are made monthly. Such bills
are made up at the shipyard, certified to by the local cost inspec
tion board, then forwarded to the compensation board at Wash
ington for review. The board, if satisfied with the bills, then
recommends to the secretary of the navy that they be paid. After
receiving the signature of the secretary of the navy and of the
chiefs of the bureaus of steam engineering and construction and
repair, they are sent for payment to the disbursing officer of the
cost inspection board concerned.
It is evident that if payment were made to the shipbuilder only
on his monthly bills, he would always have large amounts of
money due him from the government, and, hence, would have his
available supply of liquid capital much “tied-up” at any given
time. To obviate this difficulty—to pay the shipbuilder with the
utmost promptness—preliminary payments are authorized to be
made on the spot. The shipbuilder can present a material invoice
or a labor roll to the local cost inspector, certify that he has actu
ally made the expenditures, and receive reimbursement forthwith
from the disbursing officer detailed by the bureau of supplies and
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accounts for duty with the local cost inspection board. The ship
builder is actually paid large sums almost every day within four
or five hours after he presents his bill, if he so desires.
The next step authorized by the navy department to finance
the shipbuilder was to make reimbursements to him for progress
payments made by the shipbuilder to a sub-contractor. Warrant
of law for the making of partial payments had been granted by
the act of March 4, 1911, but such warrant had not been utilized
to its full extent. Under the cost-plus contracts, however, this
law has come to a wide range of usefulness. For example: five
boilers are ordered by shipbuilder, A, from sub-contractor, B.
When one boiler is finished but not yet delivered, a navy repre
sentatives certifies to the local cost inspection board that the boiler
appears to be satisfactory. Payment is thereupon immediately
made by A to B for the one boiler, even although it may remain
undelivered indefinitely, and reimbursement in the proper sum is
made by the navy to A.
The next method of assisting in financing the shipbuilder was
authorized by a recent act of congress—urgent deficiency act of
October 6, 1917. Under the power of this law, the navy depart
ment has authority to advance to contractors any amounts up to
thirty per cent. of the value of the contract. Thus, if the ship
builder makes a contract with a boiler manufacturer in a total
amount of $90,000, the shipbuilder can advance to the boiler
manufacturer the sum of $27,000, and the navy department will
immediately reimburse the shipbuilder the $27,000. However,
in order that this privilege may not be abused, the prior authority
of the department is necessary for each specific sub-contractor.
Also, the sub-contractor is usually required to furnish sufficient
security.
Finally, under the act of October 6, 1917, already referred to,
the department has authority to make advances to the amount of
thirty per cent. of the value of the contracts made with the ship
builders. Thus, if a shipbuilder had a contract for building one
hundred ships at $1,000,000 apiece, or $100,000,000, the depart
ment could advance $30,000,000 on such ships. In no case, how
ever, although it has advanced several million dollars to the
respective shipbuilders, has the department found it necessary to
advance even half of thirty per cent.
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XIII
In the early autumn of 1917, an interesting development of
the “cost-plus” idea took place. The act of October 6, 1917, made
available a considerable sum of money for the construction of
additional vessels. It was decided that these vessels should be
built on a cost-plus-fixed-profit basis, with a bonus privilege. As
intimated in the earlier part of these remarks, where the recom
mendations of the interdepartmental conference were referred
to, a cost-plus-fixed-profit arrangement, supported by a bonusor-penalty clause, is the best of the possible forms of cost-plus
contracts.
In regard to cost-plus-ten-per-cent.-profit contracts, there was
once current a rather harsh saying: “The more the contractor
spends, the more he gets.” Owing to competent cost-inspection,
this saying has never been meant to refer to navy work, but has
been applied in other directions only. It means, however, that
the higher the value of the contractor’s costs, the greater the sum
of money paid to him as profit, since, by the contractual terms,
he must be paid as profit ten per cent. of his costs. In the cost
plus-fixed-profit contracts, quite a different result ensues. The
more the shipbuilder spends, the less profit he gets. This happy
condition arises from the bonus privilege referred to.
A concrete example, based on the existing form of cost-plusfixed-profit contract, will make this point clear. The navy depart
ment and the shipbuilder agree upon the estimated cost of a
vessel—say $1,200,000. Upon this, the navy department agrees
to pay the shipbuilder a fixed profit—say $120,000. If, however,
it is found, upon completion of the contract, that the vessel has
actually cost only $1,000,000, then the shipbuilder receives onehalf of the “savings,” in addition to his fixed profit. In this ex
ample, then, the “saving” below the estimated cost—that is, the
difference between $1,200,000, and $1,000,000—being $200,000,
the shipbuilder receives one-half of the $200,000, or $100,000,
this being in addition to his fixed profit of $120,000. Hence, his
total profit on the vessel will be $220,000. It will be seen that,
by this kind of contract, the shipbuilder is keenly stimulated to
economy in production, quite unlike the cost-plus-ten-per-cent.profit contracts. Thus, the cost-plus-fixed-profit-with-bonus con
tracts may be expressed in a formula: “the less the shipbuilder
spends, the more he gets.”
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Of course, it would be a still more economical arrangement if
a penalty feature were embodied in the present contracts, that is,
if the vessel exceeded the estimated costs, the shipbuilder’s profits
should be cut down by one-half the overrun. This would be a
move toward an ideal contract. However, the country does not
yet seem to have achieved a state of mind to make this ideal
form feasible.
It is a clear indication of the great progress in mutual under
standing made possible by the stress of war that, in the relatively
short period from April, 1917, to October, 1917, the shipbuilders
were willing to shift from the original all-inclusive cost-plus-tenper-cent.-profit contracts to the present vastly more economical
cost-plus-fixed-profit-with-bonus-for-savings contracts. They have
come to a fuller realization than ever before that they are just
as much a part of government as are those of us whose par
ticular duty it happens to be to administer the people’s affairs and
to see that the laws of the people are carried out. If business
men act for the government they act for themselves. If govern
ment is ruined by reckless expenditures, business men are ruined.
The consequences of defeat in this war would be as hideous to
business men as to government. The interests of one are the
interests of the other. They cannot be separated. They are the
same interests. I venture to think that the work of cost inspec
tion, almost as much as any other one thing arising out of this
war, has enabled the business world to acknowledge—let us hope
forever!—these inexorable truths.
XIV
The savings to the government effected by cost inspection have
been very great. Only the merest glance can be given to them
here. Amounts saved at the respective “old-line” shipyards, by
the correction of actual errors, run from $10,000 to $100,000 each
month. While the actual number of shipyards under the cog
nizance of the compensation board cannot be named here, yet
the fact may be accepted that the direct savings thus made already
aggregate several hundred thousand dollars.
The prevention of the accumulation of improper costs, made
possible by the rigorous scrutiny given the shipbuilders’ records
by the local cost inspection boards, has resulted in economies
almost incalculable.
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In addition to keeping down costs in the manner above indi
cated, the compensation board has been able to make savings of
great sums by negotiations conducted direct from its own office.
Lower prices for material than prices first offered have often been
secured on large items. In more than one case, as much as a
million dollars has been struck off from the price of a single
class of equipment.
Various decisions made by the navy department, after consid
eration of recommendations presented by the compensation board,
have attracted great attention throughout the country. Among
these may be mentioned a ruling that bonuses paid by the ship
builders to officials of their companies cannot be accepted as
charges against naval vessels. Of even wider application is the
ruling that no part of federal taxes—income taxes, excess profit
taxes, munitions taxes, corporation taxes—paid by the shipbuild
ers can be reimbursed to them by the navy. Such rulings as these
have saved the government very great sums of money and have
prevented inflations of a sort whose deteriorative influences on
our national economy might have been almost illimitable.
The time is not suitable for giving more details of the great
success of cost inspection. An account of notable results may be
permissible in the future. But that the navy department’s policy
has been amply justified in the securing of good-will on the part
of shipbuilders and on the part of their employees, to the end
that expeditious construction of vessels has been effected, let
the commanders of our constantly augmented fleets testify.
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Standardization of Printers' Accounts*
By J. Hugh Jackson
Through the standardization of printers’ accounts the fifth
largest industry in the United States has placed itself upon a plane
where it will command the respect, if not the envy, of all indus
tries. The national organization of printers and of the allied
trades, the United Typothetae of America, is conducting a threeyear campaign throughout the country and has brought about
greatly improved business conditions in the industry. Uniform
and scientific methods of cost finding have been used for a number
of years and are largely responsible for the improved financial
conditions in hundreds of printing and allied shops; while scientific
methods of estimating, coupled with proper salesmanship training,
have been for some time a part of the “three-year plan.”
The need for a uniform method of accounting has long been
felt. Such a system was completed last year, and the Standard
Accounting System for Printers was officially adopted at Cincin
nati last September by the United Typothetae of America. The
entire United States is now being thoroughly organized, and it is
the plan of the three-year campaign not only to make the member
ship universal among the printers, but to make the practices of
the industry as regards cost finding, estimating, selling and gen
eral accounting uniform and stable.
The purpose of all accounting is to ascertain, compile and
present in a comprehensive manner, for administrative purposes,
the facts concerning the financial operations and conditions of a
business: this the standard accounting system has been designed to
do. In the development of the system many of the best men in
the printing industry were consulted, while accountants and ad
visors in several fields of business activity gave it careful thought
or passed judgment upon particular points. The forms, after
being carefully prepared, were bound together in a demonstra
tion book, transactions were recorded therein to illustrate the use
of the system, and lastly a treatise was written which thoroughly
explains the individual books and their relation to the system as a
whole.
* Substance of an address delivered before the United Typothetae of America at
the annual convention, Cincinnati, Ohio, September, 1918.
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The records comprising the system are divided into two parts:
first, there are the primary books (of white paper) which com
prise the actual bookkeeping system; and, second, the accessory
records (of buff-colored paper) which support these primary
books, or furnish the information from which the entries are
made. All the books and records are of uniform size, the sales
register, with its columns for departmental costs and credits, being
arranged with a short page in order to keep it within the same
dimensions as the other books. Each is given a distinguishing
symbol, and all consist of the ordinary bookkeeping forms de
signed to meet the needs of a special industry. The primary books
consist of four special column books of original entry and of the
ordinary ledgers. The accessory records or books as illustrated
in the demonstration book consist of the following:
Order book (form G) ;
Summary of sales for year (form H);
Statement book (form I);
Schedule of fixed charges (form J) ;
Summary of department costs (cost form 9-H) ;
Individual job summary (cost form 2).
The ordinary trial balances and schedules of subsidiary ledgers
are used, and a classification of accounts is presented for the
guidance of the printer installing the system.
The standard accounting system, it should be remembered, is
built around the standard cost finding system, and, wherever
possible, the forms used in the cost finding system have been used
in building up the accounting system which was to interlock with
it. The two cost forms named—the summary of department cost
(cost form 9-H) and the individual job summary (cost form 2)—
are familiar to practically every printer in America, and these
forms constitute the interlock between the standard cost finding
system and the standard accounting system as devised. There are
certain points in the new accounting system which the committee
undoubtedly would have had otherwise, but it was necessary to
make them conform with the standard cost finding system already
adopted by the national organization.
It is unnecessary, in this brief discussion, to take up in detail
the primary books of the standard accounting system. Complete
information as to their purpose and use is given in the treatise.
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This discussion will therefore be confined to some of the features
especially interesting to the printing industry.
In response to a demand among printers for a method of
determining the gain or loss for each department in their plant and
on each kind of material used a series of “distribution of sales”
columns has been provided in the sales register. These columns,
when compared with the costs as shown in various other columns
in the sales register (and providing the distribution is wisely made)
furnish a means of determining the net profit or loss on each kind
of material used and in each operating department of the plant.
Provision is made on the individual job summary to record not
only the exact cost of a production order, but to show the actual
or estimated selling price—this selling price to be determined by
taking a fixed selling price per hour and multiplying it by the
number of hours estimated or actually used to do the work in
each department. This sales distribution is provided in detail each
month in the sales register and should be carried in summary at
the end of each monthly period to the summary of sales for year
sheet (form H) provided with the accessory records. In this way
the printer can have a consecutive record showing the profit or
loss on each department in the plant and on each material used in
the business during the entire year. This will enable him to
determine what departments, if any, are causing him to lose
money.
Three separate statements are provided in the statement book
(form I). While prepared only at the end of current and fiscal
periods, they are simple in form, and give the information which is
essential to the printer. The statement of factory operations
(form I-1) analyzes the cost of completed work for the period
and gives the cost of sales shown on the income statement. The
income statement (form I-2) analyzes the losses and gains for
the month or year past and shows what the progress of the busi
ness has been. The net profit (or loss) as shown by the income
statement is then carried to the balance-sheet (form I-3), and
there the present status of the assets, liabilities and net worth
of the business is found. If these uniform statements are con
tinuously and faithfully used, information will be obtained that
few printers have obtained heretofore.
The schedule of fixed charges (form J) gives the informa
tion in regard to depreciation, interest on plant investment, insur-
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ance and taxes that is necessary to aid in determining the pro
ductive hour cost on the monthly summary of department costs.
The schedule should be prepared at the beginning of the fiscal
period and should remain unchanged throughout the year, unless
considerable adjustments are to be made. To illustrate: if a
large amount of machinery is either purchased or sold or if the
inventory is permanently increased or decreased, adjustments
should be made accordingly in the fixed charges for the remain
ing part of the fiscal year.
A schedule of fixed charges is likewise prepared for the month,
the amount in each case being one-twelfth of the amount shown
on the annual schedule of fixed charges. This monthly schedule
furnishes the information from which the journal entry is made
charging the operating departments of the plant (and likewise
the general ledger controlling account) and crediting the reserve
for depreciation, interest on plant investment, insurance and
taxes accounts, respectively. These charges are also found re
corded on the cost form 9-H, under the fixed charges of the
month. While this schedule is not absolutely essential to either
the accounting or cost finding systems, it is certainly more logical
to prepare this information on a definite schedule than to obtain
it for the monthly summary of department cost and for the books
of entry in any indefinite way.
The summary of department costs (cost form 9-H) and the
individual job summary (cost form 2) are the cost forms neces
sary to interlock the cost system with the standard accounting
system. The information necessary to make out the cost form
9-H is obtained largely or entirely from the books of account,
and this form is necessary to determine what part of the expenses
as shown on the financial books shall be charged hourly to indi
vidual jobs. The cost form 2 (individual job summary) fur
nishes the entire information necessary to credit the general and
factory ledger accounts—this credit passing through the sales
register—and therefore determines the amount of credit that
shall be made to the departmental and general accounts for work
done in the plant. It is thus seen that these two cost forms are
essential to tie up the standard accounting system with the stan
dard cost finding system.
The printing industry has long been in need of a means of
stabilizing the business, and perhaps this is the most important
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single accomplishment of the system. For this purpose a reserve
for overhead account has been provided. This account will be
debited or credited for the difference between the actual cost of
materials and operating expenses charged during the month to
the departmental factory accounts (and likewise to the general
ledger controlling account) and the value of the completed work
and the work in process as credited to those accounts. These
entries should be made at the end of each monthly or other clos
ing period. The account is thus the adjustor of monthly cost
fluctuations and absorbs the differences between the set-up cost
(based on the costs of previous months as shown on cost form
9-H) and the actual cost of the work done during the month. By
this adjustment the printer can tell, as explained more fully in
the treatise, about how much the set-up hour cost for the present
month must be increased or decreased over that of the past
month. Inasmuch as the costs recorded on cost form 9-H are
averages for twelve months, the costs of a single month will vary
from them somewhat.
The reserve for overhead account should be credited at the
beginning of each month or other period adopted for a percentage
of the sales of the previous month, and a considerable reserve
should be kept as a factor of safety—say, for illustration, not
less than one per cent. of the monthly sales. When this account
is credited the departmental factory accounts and the general
ledger controlling account are debited with their proportion of
the total amount. At the end of the monthly periods the adjust
ments of the departmental accounts will be closed into the reserve
for overhead account, and, at the close of the fiscal period, any
excess over a wise reserve to be kept in the reserve for overhead
account may be added to the loss and gain and any deficiency
may be made up from it. This feature alone of the standard
accounting system will make it invaluable to the printer who
installs it in his plant.
While the standard accounting system provides the printer
with the means for accurately recording all financial transactions
incident to the industry, it is felt that the system, as it now stands,
is rather complicated for the medium and small shop. The
national committee has therefore considered it expedient to con
struct a simplified system of accounting, particularly adapted to
the needs of the small business, and giving essentially the infor362
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mation obtained for the large plant by the standard system. This
simplified system, which the writer has in preparation, will enable
even the small printer to direct the detail of his business upon
the basis of existing facts, rather than upon uncertain informa
tion. When used in conjunction with the standard cost finding
system, these accounting systems will give to this great industry
a force which will enable it to take its proper place among the
other industries of the country.
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EDITORIAL

Accountancy and Law Compared
For some years it has been the practice of The Journal of
Accountancy to comment editorially on the duty of the account
ant to render absolutely impartial service to his client and to the
public. It is a subject which has so universal an importance that
we have made no apology for frequently returning to the attack.
There is, however, one feature of the case which has not been
extensively discussed in these columns, and this feature has been
brought to our attention quite strikingly during the past few
months.
Many taxpayers, bewildered by the complexities of tax laws
and rulings, have turned to their legal advisors to help them
untangle the phraseology of the laws and apply the requirements
to their accounts. We have frequently drawn attention to the fact
that a lawyer is not the man who can be expected to prepare
income tax returns with a satisfactory degree of intelligence. His
training and experience are not in any way likely to lead him to a
knowledge of accounts, and without such knowledge it is, of
course, quite manifestly impossible to undertake the preparation of
income tax returns with any chance of an equitable result.
This fact brings us to the point in mind, namely, the funda
mental difference between the professional practice of law and the
professional practice of accountancy. It is a point which many
accountants themselves are apt to overlook. For this reason some
thing should be said to impress upon the practitioners of both
professions the basic difference between the two.

364

Editorial

This may be expressed in many ways, but probably as clear an
exposition of the fact as any is to say that the accountant is con
cerned with facts and the lawyer with theories.
The lawyer employed as the mouthpiece of a client is expected
to present the client’s side of the question. He is employed as a
special pleader, and his presentation of argument is founded upon
the desire to obtain for his client that which he seeks. The code
of ethics of the legal profession thoroughly recognizes this idea of
partiality. Indeed, if the practice of law were to be rid of par
tiality it is not quite clear how the majority of lawyers could make
a living.
The accountant on the other hand is concerned with fact, and
he should never be influenced in any way by the desires of his
client. He is not expected to make a special plea for anyone. The
truth is the only thing which should concern him, and on all ques
tions of fact he should be unwavering. If he be influenced in any
way by the thought of fee or supposed faithfulness to the interests
of a client, he is in great danger of becoming a charlatan.
The accountant should go about his work with his eye fixed
singly upon facts, if there be facts, and when he is compelled into
the realm of theory he should still keep clear of the suspicion of
susceptibility to influence.
Putting the matter in another way it may be said that neither
the lawyer nor the accountant could properly conduct his profes
sion if he were to adopt the principles governing the practice of
the other. Confront the lawyer with the necessity of an impartial
presentment of facts and you deprive him of the ability to give
that special advice and counsel for which he is chiefly employed.
Confront the accountant with a requirement to present facts in a
light solely or chiefly favorable to a client and you take from him
the very foundation upon which the growth of his profession and
its value to the community are built.
At the recent semi-annual meeting of the council of the Amer
ican Institute of Accountants there was prolonged discussion on
certain points of ethics, and several new rules were under con
sideration. The code of ethics of the accounting profession is
being constructed slowly and has already attained a fair breadth
of scope, but it is evident that the work is not complete. In the
future laying together of the rules of conduct which should
govern the reputable public accountant it will not be sufficient to
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keep the standard merely equal to that of any other profession.
The man whose vocation calls primarily for rigid impartiality
should have a code of ethics of the highest.

Let the Buyer Beware
Two or three years ago a man representing himself to be an
agent of The Journal of Accountancy was active in the middle
west securing subscriptions to this magazine and offering all sorts
of inducements, such as four or five well known accounting books,
as a bonus. His subscription rates seemed to vary from 50 cents
up to $3.00. In fact he did not reject anything that looked like
money. This active young man was apprehended and spent a year
in Erie jail. About the time of his discharge from prison, reports
of similar activities began to arrive from the neighborhood of
Chicago, and after a few weeks another arrest and prison sentence
followed.
At that time in order to safeguard the public The Journal of
Accountancy began to print on its front cover the legend, “This
magazine does not employ subscription canvassers.” The same
wording was later printed on the first page of reading matter.
We have now received word from Waco, Texas, that some
body who seems remarkably like the man already twice convicted
has been endeavoring to obtain subscriptions in that part of the
country.
Of course, The Journal of Accountancy will do its best to
secure the arrest of this contemptible criminal, but at the same
time we feel that some duty rests upon the public. When a man
without credentials of any kind solicits cash subscriptions to a
technical magazine of high standing and offers to throw in all
kinds of valuable accounting literature for one, two or three
dollars, it does not seem to us that the public which is deceived by
such blandishments deserves any great amount of sympathy. If
we were not so keen a nation of bargain hunters we would some
times stop to consider the value of the goods offered to us and
make quite sure of the vendor’s power to deliver the goods at
the price mentioned.
It may be said in reiteration that The Journal of Account
ancy does not employ canvassers and never offers any books or
other bonus to the subscriber.
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Vocational Education
The federal board for vocational education has asked all maga
zines in the country to assist in spreading information as to the
activities of the board. We are glad to draw attention to the
efforts of the government to provide training for men to whom
training is necessary. There is great need for qualified men in
the accounting profession, and many of the men returning from
service certainly must have the ability upon which to base training
which will lead them into this profession. The activities of the
federal board for vocational education should be investigated by
our returning soldiers and sailors. There are offices of the board
in fourteen cities of the United States. The New York office is
at 280 Broadway.
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SEMI-ANNUAL MEETING OF COUNCIL

The regular semi-annual meeting of the council of the American
Institute of Accountants was held at the offices of the Institute, 1 Liberty
Street, New York, at 10:15 A. M., April 14, 1919.
Present:
Waldron H. Rand, president
Adam A. Ross, treasurer
Harvey S. Chase
Hamilton S. Corwin
J. D. M. Crockett
W. Sanders Davies
John F. Forbes
J. S. M. Goodloe
Edward E. Gore
William P. Hilton
J. Porter Joplin
F. W. Lafrentz
W. R. Mackenzie
J. E. Masters
Robert H. Montgomery
Walter Mucklow
Carl H. Nau
Charles Neville
John B. Niven
Ernest Reckitt
E. W. Sells
Herbert G. Stockwell
Edward L. Suffern
F. A. Tilton
William F. Weiss
F. F. White
Arthur Young
A. P. Richardson, secretary
The meeting was opened with prayer.
Minutes of the preceding meeting as printed in the year-book were
approved.
Record of mail ballot No. 8 was read and ordered embodied in the
minutes.
Report of the treasurer was read and accepted. The report showed
total receipts of the general fund from September 1, 1918, to March 31,
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1919, $18,860.58. Expenditures under appropriations amounted to $13,170.36. Cash on hand and in bank, $5,690.22. Investments on hand, $15,100.00.
The treasurer’s report on the condition of the endowment fund showed
cash, investments, etc., at September 1, 1918, $119,373.68. Contributions
received in cash and bonds, $11,746. Sales of Duties of the Junior
Accountant, $731.15. Income from investments, bank balances, etc.,
$2,971.53. Total, $134,822.36. Expenditures, $3,362.63. Balance on hand
March 31, 1919, $131,459.73, consisting of cash and investments, $129,430.26,
furniture, etc., $2,029.47.
The report of the treasurer of the board of examiners showed
receipts, $2,593.62; expenditures, $2,266.79; balance in bank and on hand
March 1, 1919, $326.83.
The report of the secretary was read and accepted. This report
showed the following changes in membership: Deaths—members, 12,
associates, 4; resignations—members, 3; dropped for non-payment of dues
—members, 5; expelled—member, 1.
Since the beginning of the fiscal year 12 members and 8 associates had
been elected and 2 associates had been advanced to membership.
The report showed that 18 states are using the plan of co-operation in
examination proposed by the board of examiners.
The report of the executive committee was read and accepted. It
reviewed the labors of the committee in supervising and conducting the
affairs of the institute since the date of the preceding meeting of the
institute.
The report of the committee on professional ethics was read and
accepted.
The report of the committee on arbitration was read and accepted.
The report of the budget committee was read and the appropriations
called for were duly authorized. Additional appropriations of $2,800.00
were authorized out of current revenue of the general fund and $650.00
out of current revenue of the endowment fund.
The report of the committee on federal legislation was read and
accepted. It was resolved that the committee should be requested to make
an effort to obtain an extension of time to June 15th for the filing of
income tax returns.
The report of the committee on publication was read and accepted.
A communication from the Ronald Press Company dealing with
certain matters discussed in the report was referred to the committee
on publication for further report.
The report of the committee on state legislation was read and accepted.
The report of the special committee on ethical publicity was read and
accepted.
The chairman of the special committee on procedure presented an oral
report which was accepted.
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The chairman of the war committee briefly reviewed the work of
members of the committee, and it was resolved that the committee should
be requested to prepare a complete report for presentation at the annual
meeting in September, 1919.
The secretary of the board of examiners reported that the board would
like the council to interpret the constitution so as to include military
service during the time of emergency as not breaking the continuity of
public practice. A motion to this effect was unanimously adopted.
The vacancy in the board of examiners caused by the death of Bertram
D. Kribben was filled by the election of Ernest Reckitt of Chicago for
the unexpired term.
There was discussion of the expense of conducting examinations on
behalf of the state boards of accountancy, and the secretary of the board
of examiners explained the arrangement which had been made with state
boards to contribute part of their fees to cover the expenses incident to
the joint conduct of examinations.
The work of the library and bureau of information was the subject
of discussion. In view of the fact that some of the subscriptions to the
endowment fund were being paid in instalments, and that the interest
on investments was therefore somewhat below the requirements for the
current fiscal year, it was resolved that each member and associate should
be asked to contribute $5.00 to the current expenses under the endowment
fund for this year.
Resolutions in regard to the deaths of members were adopted and
ordered transmitted to the families of the deceased members.
After discussion of various methods for encouraging suitable appli
cants to seek membership in the Institute, it was resolved that a special
committee on membership should be appointed with power to add to its
number at discretion.
Certain rules of conduct suggested by the committee on professional
ethics were discussed.
The following rule was adopted:
“No member shall, with view to employing him, approach or
cause to be approached an employee of a fellow member without
first informing said fellow member of his intent. This rule shall
not be construed so as to inhibit negotiations with anyone who
of his own initiative or in response to public advertisement shall
apply to a member for employment.”
A second rule proposed by the committee was discussed and action
deferred until the annual meeting.
Certain recommendations in the report of the committee on state
legislation were considered. Upon recommendation of the committee
action was deferred as to the Alabama law. The Arizona law was
approved. The amended law of Montana was approved.
Certain recommendations of the committee on ethical publicity request
ing members to abstain from advertising were ordered published in the
Bulletin.
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After consideration of an invitation from the Chamber of Commerce
of the United States of America to name two members to serve as mem
bers of a cost accounting committee of the chamber, the invitation was
accepted and the chair authorized to nominate such members.
It was resolved that a special committee of three members be appointed
to consider the question of forming subsidiary societies or chapters in the
various states in which there are practising accountants, to report at the
next meeting of the council with suggestions as to the practicability of
such a plan; and it was further resolved that if recommendations involv
ing changes in the constitution and by-laws were made by the special
committee they should be submitted to the committee on constitution and
by-laws.
The meeting adjourned.
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Herewith are published treasury decisions 2810-2, inclusive, and 2815-6,
inclusive; also a welcome extension of the filing date to June 15th for all
corporations (but only corporations) which filed tentative returns (1031-T)
on or before March 15th. Observe particularly that this extension does
not apply to individuals or to corporations whose fiscal years end later
than December 31, 1918. To those classes of taxpayers extensions will be
granted only on request.
Returns of non-resident aliens are dealt with in T. D. 2811 and 2815.
The first gives a partial list of those countries, so far as known to the
treasury department, whose citizens may claim the specific personal exemp
tion of income earned by them from American sources, under section
216 (e), because of reciprocal privileges granted by their countries to
American citizens. T. D. 2815 deals with the adaptation of the forms for
resident individuals to use for non-resident aliens. It should not be over
looked that the latter are not entitled to the 6% rate on the first $4,000.00
of income bearing the tax, but must pay the 12% rate on the entire income.
In T. D. 2816 is contained a decision of the supreme court that reverses
a decision of the circuit court of appeals embodied in T. D. 2720 (see The
Journal of Accountancy, July, 1918, pp. 43-4, 48-55). The decision arose
under the 1913 act, but would apply to the present law as well. It decrees
that trusts vested with power of discretion, usually possessed by a board
of directors, over the distribution of trust income in their control are not
to be regarded as “associations,” but as fiduciaries, because the power of
the trustees to defer payment or divert the income to improvement of the
capital is not enough to convert the trust into a joint-stock company. Con
sequently the beneficiaries and not the trust must pay the tax.
TREASURY RULINGS
(T. D. 2810, March 21, 1919)
Income tax.
Extension of time in which taxpayers living or temporarily residing in
the territory of Alaska may, pursuant to the requirements of the reve
nue act of 1918, file returns of income for the year 1918 with the
collector of internal revenue for their respective districts.
Because of the fact that it will be impossible to put into the hands of
taxpayers residing or located in the territory of Alaska the blank forms
and instructions prescribed by this department for the use of taxpayers in
making returns pursuant to the new revenue act in time for such returns
to be filed on or before the due date (March 15, 1919) an extension of
time to June 15, 1919, is hereby granted to all taxpayers living or residing
temporarily in the territory of Alaska. This extension shall not be con
strued as extending the payment of the second instalment due June 15,
1919, and subsequent instalments, therefore two instalments will be due
June 15, 1919.
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(T. D. 2811, March 22, 1919)
The preliminary edition of regulations 45, amended (1) by the addition of
a new article numbered 307, concerning the allowance of credit for a
personal exemption and for dependents to a nonresident alien indi
vidual, and (2) by the addition of a new article numbered 316, concern
ing the allowance of credits to a non-resident alien employee.
The preliminary edition of regulations 45 is hereby amended by the
addition of two new articles, numbered 307 and 316, respectively, and
reading as follows:
Art. 307. Credit for a personal exemption and for dependents in case
of nonresident alien individual.—(a) The following is an incomplete list of
countries which either impose no income tax' or in imposing an income tax
allow the similar credit required by the statute: Argentina, Brazil, Canada,
Cuba, France, Italy, Mexico, Union of South Africa.
(b) The following is an incomplete list of countries which in imposing
an income tax do not allow the similar credit, required by the statute:
Australia, Great Britain and Ireland, Japan, New Zealand.
A nonresident alien individual who is a citizen or subject of any country
on the first list is entitled for the purpose of the normal tax to such credit
for a personal exemption and for dependents as his family status may war
rant (See arts. 302-305.) If he is a citizen or subject of any country on
the second list he is not entitled to any such credit. If he is a citizen or
subject of a country which is on neither list, then, to secure credit for a
personal exemption or for dependents, or both, he must prove to the satis
faction of the commissioner that his country does not impose an income
tax on that, in imposing an income tax, it grants the similar credit required
by the statute. (See art. 306.)
Art. 316. Allowance of credit to nonresident alien employee.—A non
resident alien employee, provided he is entitled under section 216 of the
statute to credit for a personal exemption or for dependents, or both (see
arts. 301-307, particularly the lists of countries in art. 307), may claim the
benefit of such credit by filing with his employer form 1115 duly filled out
and executed under oath. On the filing of such a claim the employer shall
examine it. If, on such examination, it appears that the claim is in due
form, that it contains no statement which, to the knowledge of the em
ployer, is untrue, and that such employee, on the face of the claim, is
entitled to credit, and that such credit has not yet been exhausted, such
employer need not, until such credit be in fact exhausted, withhold any tax
from payment of salary or wages made to such employee. Every employer
with whom affidavits of claim on form 1115 are filed by employees shall
preserve such affidavits until the following calendar year, and shall then
file them, attached to his annual withholding return (see art. 367) on form
1042, revised, with the collector on or before March 1. In case, however,
when the following calendar year arrives, such employer has no withhold
ing to return, he shall forward all such affidavits of claim, so filed with him
by employees, directly to the commissioner (sorting division), with a letter
of transmittal, on or before March 1. In all other cases benefit of the
credits allowed against net income for the purpose of the normal tax may
not be received by a nonresident alien by filing a claim with the withholding
agent, but only by claiming them upon filing a return of income as pre
scribed in article 403.

(T. D. 2812, March 22, 1919)
Correction in form 1120, corporation income-profits tax return form.
Attention is directed to an error in the title of schedule K, form 1120,
“Corporation income-profits tax return.” The title of this schedule reads
“Changes in invested capital from end of pre-war period to beginning of
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taxable year not shown in schedule E.” It should read “Changes in
invested capital from end of pre-war period to beginning of taxable year
not shown in schedule D.”
(T. D. 2815, April 2, 1919)
Returns of income by or for nonresident alien individuals.
Nonresident alien individuals or their authorized agents should use
form 1040, revised, or form 1040A, revised, in making returns of income
derived from sources within the United States, regardless of amount,
unless the tax on such income has been fully paid at the source. If a
nonresident alien individual is not liable for any tax which has been with
held at the source, no refund of such tax will be permitted unless such a
return is filed and a statement is attached thereto indicating the amounts
of tax withheld and the names and post-office addresses of all withholding
agents. Unless a nonresident alien individual shall render a return of
income, the tax will be collected on the basis of his gross income (not his
net income) from sources within the United States.
In filling out form 1040, revised, or form 1040A, revised, the income
reported in each case should be the income from sources within the United
States, as defined in article 91 of regulations 45, and the deductions taken
should be those allowed under article 271 of the regulations. In items 28
and 33 of form 1040, revised, and in items O and P of form 1040A, re
vised, the tax must be computed at 12 per cent instead of 6 per cent. No
credit may be taken for item 40 in form 1040, revised.
A nonresident alien individual, similarly to a citizen or resident, is
entitled for the purpose of the normal tax to credit dividends from
domestic or resident foreign corporations, interest on obligations of the
United States, a personal exemption, and $200 for each dependent, except
that if he is a citizen or subject of a country which imposes an income tax
a personal exemption or credit for dependents is allowed him “only if
such country allows a similar credit to citizens of the United States not
residing in such country.” “If such country allows a similar credit” means
if such country in imposing its income tax allows a personal exemption or
a credit for dependents, as the case may be, and allows it without dis
crimination to citizens of the United States not residing in such country.
To satisfy the requirement of a similar credit it is not necessary that the
personal exemption or credit for dependents, as the case may be, should
be the same as that allowed by the United States statute. For countries
that allow and do not allow similar credits see T. D. 2811 of March 22,
1919.
See generally title II of the revenue act of 1918 and regulations 45,
and particularly articles 2, 91, 92, 271, 305, 311-315, 361-372, 403, 443, 1121,
1131, and 1132.
(T. D. 2816 April 2, 1919)
Income tax—Decision of the Supreme Court.
1. Joint-Stock Association.
Where trustees hold shares of stock of a corporation and real estate
subject to a lease, collecting the dividends and rents, but otherwise doing
no business, and distribute the income less taxes and similar expenses to
the holders of their receipt certificates, who have no control except the
right of filling a vacancy among the trustees and of consenting to a modifi
cation of the terms of the trust, upon these special facts under the act of
October 3, 1913, the trust is not subject to the income tax as a joint-stock
association, and the trustees and the cestui que trust are to be treated as
fiduciaries and beneficiaries for purposes of taxation.
2. Judgment Reversed.
The judgment of the circuit court of appeals is reversed and the judg
ment of the district court is affirmed. (See T. D. 2720 of June 4, 1918.)
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The appended decision of the United States supreme court in the case
of Alvah Crocker et al., trustees, v. John F. Malley, collector of internal
revenue, is published for the information of internal-revenue officers and
others concerned.
Supreme Court of the United States. No. 649. October Term, 1918.
Alvah Crocker, et al., trustees, petitioners, v. John F. Malley, collector of
internal revenue.
On writ of certiorari to the United States circuit court of appeals for the
first circuit.
[March 17, 1919.]
Mr. Justice Holmes delivered the opinion of the court:
This is an action to recover taxes paid under protest to the collector
of internal revenue by the petitioners, the plaintiffs. The taxes were
assessed to the plaintiffs as a joint-stock association within the meaning of
the income-tax act of October 3, 1913 (c. 16, sec. 2, G. (a), 38 Stat. 114,
166, 172), and were levied in respect of dividends received from a corpora
tion that itself was taxable upon its net income. The plaintiffs say that
they were not an association but simply trustees, and. subject only to the
duties imposed upon fiduciaries by section 2, D. The circuit court of
appeals decided that the plaintiffs, together, it would seem, with those for
whose benefit they held the property, were an association, and ordered
judgment for the defendant, reversing the judgment of the district court.
(250 Fed., 817.)
The facts are these: A Maine paper manufacturing corporation with
eight shareholders had its mills on the Nashua River, in Massachusetts,
and owned outlying land to protect the river from pollution. In 1912 a
corporation was formed in Massachusetts. The Maine corporation con
veyed to it seven mills and let to it an eighth that was in process of con
struction, together with the outlying lands and tenements, on a long
lease, receiving the stock of the Massachusetts corporation in return.
The Maine corporation then transferred to the plaintiffs as trustees the
fee of the property, subject to lease, left the Massachusetts stock in their
hands, and was dissolved. By the declaration of trust the plaintiffs
declared that they held the real estate and all other property at any time
received by them thereunder, subject to the provisions thereof, “for the
benefit of the cestui que trusts (who shall be trust beneficiaries only, with
out partnership, associate, or other relation whatever inter sese)” upon
trust to convert the same into money and distribute the net proceeds to
the persons then holding the trustees’ receipt certificates—the time of dis
tribution being left to the discretion of the trustees, but not to be post
poned beyond the end of 20 years after the death of specified persons then
living. In the meantime the trustees were to have the powers of owners.
They were to distribute what they determined to be fairly distributable net
income according to the interests of the cestui que trusts but could apply
any funds in their hands for the repair or development of the property
held by them, or the acquisition of other property, pending conversion and
distribution. The trust was explained to be because of the determination
of the Maine corporation to dissolve without waiting for the final cash
sale of its real estate, and was declared to be for the benefit of the eight
shareholders of the Maine company who were to receive certificates sub
ject to transfer and subdivision. Then followed a more detailed statement
of the power of the trustees and provision for their compensation, not
exceeding 1 per cent. of the gross income unless with the written consent
of a majority in interest of the cestui que trusts. A similar consent was
required for the filling of a vacancy among the trustees and for a modifi
cation of the terms of the trust. In no other matter had the beneficiaries
any control. The title of the trust was fixed for convenience as the Massa
chusetts Realty Trust.
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The declaration of trust on its face is an ordinary real estate trust of
the kind familiar in Massachusetts, unless in the particular that the trus
tees’ receipt provides that the holder has no interest in any specific prop
erty and that it purports only to declare the holder entitled to a certain
fraction of the net proceeds of the property when converted into cash
“and meantime to income.” The only property expressly mentioned is the
real estate not transferred to the Massachusetts corporation. Although
the trustees in fact have held the stock of that corporation and have
collected dividends upon it, their doing so is not contemplated in terms by
the instrument. It does not appear very clearly that the eight Maine
shareholders might not have demanded it had they been so minded. The
function of the trustees is not to manage the mills but simply to collect
the rents and income of such property as may be in their hands, with a
large discretion in the application of it, but with a recognition that the
receipt holders are entitled to it subject to the exercise of the powers con
fided to the trustees. In fact, the whole income, less taxes and similar
expenses, has been paid over in due proportion to the holders of the
receipts.
There can be little doubt that in Massachusetts this arrangement would
be held to create a trust and nothing more. “The certificate holders
* * * are in no way associated together nor is there any provision in the
[instrument] for any meeting to be held by them. The only act which
(under the [declaration of] trust) they can do is to consent to an altera
tion * * * of the trust” and to the other matters that we have men
tioned. They are confined to giving or withholding assent, and the giving
or withholding it “is not to be had in a meeting but is to be given by them
individually.” “The sole right of the cestuis que trust is to have the
property administered in their interest by the trustees, who are the masters,
to receive income while the trust lasts, and their share of the corpus when
the trust comes to an end.” Williams v. Milton (215 Mass., 1, 10, 11; Ib.,
8). The question is whether a different view is required by the terms of
the present act. As by D, above referred to, trustees and association acting
in a fiduciary capacity have the exemption that individual stockholders have
from taxation upon dividends of a corporation that itself pays an income
tax, and as the plantiffs undeniably are trustees, if they are to be sub
jected to a double liability the language of the statute must make the
intention clear. Gould v. Gould (245 U. S., 151, 153) ; United States v.
Isham (17 Wall., 496, 504).
The requirement of G (a) is that the normal tax thereinbefore imposed
upon individuals shall be paid upon the entire net income accruing from all
sources during the preceding year “to every corporation, joint-stock com
pany or association, and every insurance company, organized in the United
States, no matter how created or organized, not including partnerships.”
The trust that has been described would not fall under any familiar con
ception of a joint-stock association, whether formed under a statute or
not Smith v. Anderson (15 Ch. D., 247, 273, 274, 277, 282). Eliot v.
Freeman (220 U. S., 178, 186). If we assume that the words “no matter
how created or organized” apply to “association” and not only to “insur
ance company,” still it would be a wide departure from normal usage to
call the beneficiaries here a joint-stock association when they are admitted
not to be partners in any sense, and when they have no joint action or
interest and no control over the fund. On the other hand the trustees by
themselves can not be a joint-stock association within the meaning of the
act unless all trustees with discretionary powers are such, and the special
provision for trustees in D is to be made meaningless. We perceive no
ground for grouping the two—beneficiaries and trustees—together, in
order to turn them into an association, by uniting their contrasted func
tions and powers, although they are in no proper sense associated. It
seems to be an unnatural perversion of a well-known institution of the law.
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We do not see either that the result is affected by any technical analysis
of the individual receipt holder’s rights in the income received by the
trustees. The description most in accord with what has been the practice
would be that, as the receipts declare, the holders, until distribution of the
capital, were entitled to the income of the fund subject to an unexercised
power in the trustees in their reasonable discretion to divert it to the
improvement of the capital. But even if it were said that the receipt
holders were not entitled to the income as such until they got it, we do not
discern how that would turn them into a joint-stock company. Moreover
the receipt holders did get it, and the question is what portion it was the
duty of the trustees to withhold.
We presume that the taxation of corporations and joint-stock com
panies upon dividends of corporations that themselves pay the income
tax was for the purpose of discouraging combinations of the kind now in
disfavor, by which a corporation holds controlling interests in other cor
porations which in their turn may control others, and so on, and in this
way concentrates a power that is disapproved. There is nothing of that
sort here. Upon the whole case we are of opinion that the statute fails to
show a clear intent to subject the dividends of the Massachusetts corpora
tion’s stock to the extra tax imposed by G (a).
Our view upon the main question opens a second one upon which the
circuit court of appeals did not have to pass. The district court, while it
found for the plaintiffs, ruled that the defendant was entitled to retain
out of the sum received by him the amount of the tax! that they should
have paid as trustees. To this the plaintiffs took a cross writ of error to
the circuit court of appeals. There can be no question that although the
plaintiffs escape the larger liability, there was probable cause for the
defendant’s act. The commissioner of internal revenue rejected the plain
tiff’s claim, and the statute does not leave the matter clear. The recovery
therefore will be from the United States. (Rev. Stats., sec. 989.) The
plaintiffs, as they themselves alleged in their claim, were the persons taxed,
whether they were called an association or trustees. They were taxed too
much. If the United States retains from the amount received by it the
amount that it should have received, it can not recover that sum in a sub
sequent suit.
Judgment of the circuit court of appeals reversed; judgment of the
district court affirmed.
Extension of time for completing corporate returns and for filing certain
returns not the basis for assessment of tax.
To Collectors of Internal Revenue:
In view of the short time between the date on which forms were avail
able and the due date (March 15), of calendar year returns required
under the revenue act of 1918, notice was given through the public press
and otherwise that tentative returns (forms 1031-T and 1040-T), accom
panied by a first instalment of one-fourth of the estimated tax due would
be accepted on that date, and that in such cases forty-five days would be
given in which to file complete returns, but that interest at the rate of
one-half of 1% per month upon the amounts by which such instalment
payments fall short of the correct amounts would be collected.
In the case of corporations which filed form 1031-T on or before March
15, a further extension, where needed, to June 15, 1919, in which to file
complete returns on form 1120 is hereby granted, but all such corporations
will be required to pay on or before June 15 a sum sufficient, with the
amount paid on March 15, to equal one-half the tax due as shown by
the return on form 1120, together with interest at the rate of one-half of
1% per month on any deficiency in the first instalment.
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It is not deemed necessary to grant an extension of time beyond the
forty-five days originally granted for the completion of personal returns,
except on special request therefor for sufficient reasons given, but the
above ruling as to interest on deficient instalment applies to them.
An extension of time in which to file returns of corporations making
returns for a fiscal year ended either on January 31 or February 28, 1919,
will on request be granted to June 15, 1919, but such extension shall not
operate to extend the due date of any instalment of tax after the first.
Interest at the rate of one-half of 1% per month will be collected from
the time the first instalment would have been payable if the extension had
not been requested.
The time for filing returns of information (forms 1096 and 1099),
fiduciary returns (form 1041), withholding returns (form 1042, accom
panied by form 1098 and form 1013), returns of partnerships and personal
service corporations required to file returns on a calendar year basis, and
all other returns required under the income tax and profits tax provisions
of the law, which are not the basis for the assessment of the tax, is also
extended to June 15, 1919.
Daniel C. Roper,
Commissioner.
Washington, D. C., April 14, 1919.
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Goodwill—or Speculation
The principle has been generally accepted that the payment of more
than book value for an established business constitutes a purchase of the
goodwill inherent in the business as the result of various conditions
peculiar to the particular enterprise which is purchased. It is questionable
whether a close analysis will justify a universal application of this
principle.
It cannot be applied to all cases in which more than book value is
paid, because such a payment may be made before a business has become
established. Goodwill is based on the ability of an enterprise to make
a greater regular profit than the normal amount demanded by an investor.
It must, perforce, be a matter of growth, since no enterprise can be said
to be able to make a certain rate of profit until it has been established
long enough to demonstrate its earning capacity. If a share in the business
is purchased at more than book value before the earning capacity is
established, the extra payment cannot be said to be made for the goodwill.
It is made in the hope that the future will prove that the enterprise will
be successful and that its value will therefore be increased beyond what
the normal course of such a business would lead one to expect. But when
one buys an interest in a business, whether stock on the stock exchange
or a share in a partnership, with the expectation of making a profit by
its rise in value, he is to that extent indulging in speculation.
An example will illustrate the difference between goodwill and specula
tion, and will show how the two may be mixed in one transaction.
A and B, finding conditions favorable for a certain enterprise, form
a partnership for the purpose of carrying it on. Having made all their
arrangements, including the premises, state rights or whatever else made
the conditions seem favorable, they begin operations, but have not pro
gressed far enough to demonstrate that they will have even a moderate
success, when C has his interest aroused. After making an investigation
of the prospects of the enterprise, C offers to join them and to put in
capital equal to each of theirs for a third interest. A and B agree to
let him in, but demand a 10 per cent bonus to be divided between the
two of them. If C agrees to this, he pays the 10 per cent as a speculation,
not as goodwill.
After the business has been conducted long enough to establish the
fact that the earning power is above the normal and that the business
is sure to continue prosperous with good management, D expresses a
desire to buy a fourth interest. If the normal profit is fixed at 10 per
cent and the enterprise is making 18 per cent, A, B and C will require
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that D shall not only pay enough to cover the book value of a fourth
interest, but also allow A, B and C to capitalize the extra earnings of
8 per cent on some agreed basis by credits to their accounts, necessitating
a further contribution by D of enough to make his capital one-fourth of
the new capitalization. D has then paid an amount above the book
value of his share of the business to buy a share of the goodwill.
However, it may be that A, B and C will claim that the trend of the
business has been steadily upward, and that there is every indication that
it will continue to improve. Therefore they will not let D in on the basis
of the extra 8 per cent but require that he shall pay on the basis of 12
per cent. If D agrees to this, it seems that he is paying for two different
things: a goodwill based on a proved earning capacity and a speculation
based on his hope that the future will produce better value for him than
now exists.
This distinction is important only in case the allowance made to the old
partners appears on the books. If it is a cash consideration paid to each
of the old partners it does not make any difference what it is called. The
condition then would be similar to what it would be if A, B and C had
been the sole stockholders in a corporation and each had agreed to sell
one quarter of his stock to D at more than book value. The extra pay
ment would be a personal matter between the parties and would not show
on the corporation’s books.
If the whole allowance appears on the books by a charge to goodwill
and credits to A, B and C, it is manifest that the goodwill account is
overvalued. In the interests of accurate accounting it would be better to
charge goodwill with that amount only which could reasonably be said
to be due to the present earning capacity, basing D’s contribution to the
capital on the condition at that point, and then for D to pay the additional
allowance to A, B and C in cash. If it is necessary that the whole
allowance appears on the books, it should be divided in proper proportion
between goodwill and an account called perhaps “bonus to old partners.”
It would naturally be desirable to charge off the latter account as soon as
practicable.
In corporations this question comes up only in case of mergers or in
preparing a consolidated balance-sheet for a holding company and its
subsidiaries. In many of these cases the amounts paid for the stock of
the constituent or subsidiary companies is very much greater than the
present earnings would justify. In many instances the principal object is
to eliminate dangerous competition, but a payment made with that object
in view ought not to be classed as a purchase of goodwill.
The celebrated Safety Razor Company problem, already referred to
several times in this department, is a case in point. That company bought
all the stock of the L. W. Company and of the Steel Blade Company,
paying therefor $2,500,000. It is not stated how this payment was divided
between the two companies. Each of the companies already had an asset
of goodwill on its books.
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The condition therefore was as follows:

Payment by Safety Razor Co.
Property acquired by this purchase:
Net assets L. W. Co.
1,035,000.00
250,000.00
Less goodwill
Net assets Steel Blade Co.
Less goodwill

535,000.00
50,000.00

2,500,000.00

785,000.00

485,000.00

Net tangible assets acquired
1,270,000.00
Less Steel Blade stock owned by L. W.
Co. and carried at
300,000.00
Total excess paid over net working assets

970,000.00
1,530,000.00

In all the answers to the problem this amount is carried as goodwill
in the consolidated balance-sheet.
An analysis of the conditions of the two companies at the time of
their purchase by the Safety Razor Company furnishes these data:
The L. W. Company had a capital of $400,000 and a surplus of $635,000.
Its earnings for the three months prior to the purchase were at the rate
of $120,000 per annum.
The Steel Blade Company’s capital was $600,000, but it had a deficit
of $65,000, and its losses for the three months prior to the purchase were
at the rate of $60,000 per annum.
It is plain that the Steel Blade Company on this showing could not
be said to have any goodwill. All the goodwill paid for must therefore be
due to the earning power of the L. W. Company. The actual capital
invested in this company, consisting of its capital stock and surplus at
the time of purchase, less the goodwill already carried, was $785,000, on
which the earnings are at the rate of $120,000 per annum, or a little more
than 15 per cent. Allowing the very low rate of 8 per cent. as the normal
rate to be expected from such an enterprise, it would require $62,800 of
the income to cover the return from invested capital. This would leave
$57,200 to represent the earnings from goodwill. Capitalized at 8 per
cent. this would justify a goodwill of $715,000. If the whole $1,530,000
which was paid above book value is charged to goodwill, it is evident
that there is an overcharge of $815,000.
The overpayment may be made to gain control of the two companies
in the hope that unified action may result in cheaper production or it may
be for the purpose of getting rid of disastrous competition. In either
case it is speculating on what may be hoped for in the future, and it is
not based entirely on the experience of the past.
The question that arises is whether it is true that a goodwill of
$1,530,000 has been established by the purchase, or whether a more accu
rate treatment would not be to charge goodwill with only $715,000 and
to charge premium on subsidiary stocks with $815,000. The figures would
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vary, if a rate different from 8 per cent. were used. The premium
account would naturally be absorbed if the net worth of the subsidiary
companies were allowed to increase by refraining from using all the
profits made by them as dividends or as credits to surplus in a consoli
dated balance-sheet. A portion of the profit should be devoted each year
to writing off the premium account.
Edward S. Rogers says of goodwill: “As with all intangible things,
goodwill is hard to place mentally. Like reputation, popularity and friend
liness, it is so elusive that there is little wonder its value and its very
existence are so frequently ignored. Like character and reputation in an
individual—the things which enable anyone to associate with his fellows—
goodwill is what perpetuates a business. It is that which makes tomor
row’s business more than an accident. It is the reasonable expectation
of future patronage based on past satisfactory dealings. Promiscuous and
casual customers or clients do not pay the profits. Those who come regu
larly do. These persons have found the dealer trustworthy, his goods of
high quality, his skill and knowledge commendable. They have been satis
fied with the treatment they have received in the past and are reluctant
in the absence of some reliable recommendation or special circumstance
to risk transferring their custom to another. It is this hope and probability
that keeps a business going and gives it a selling value above that of its
leasehold, equipment and stock.”
Relation

of

Trade-marks to Goodwill

It is often said of a business that, in addition to its goodwill, it pos
sesses certain trade-marks or trade-names which are very valuable. The
making of such a statement indicates a wrong conception of the nature
of a trade-mark. In itself there is no value attached to a certain picture,
such as that of two dusky children, or to a made-up name, such as Uneeda.
They are of use only as identifying Gold Dust washing powder or a special
kind of biscuit. If the things which they identify had not proved them
selves through years of use to be articles of good quality, made by con
cerns which can be depended upon to keep them up to a high standard,
the peculiar picture or name would have no value whatever.
If some one other than the owners of the trade-marks should use
them on similar articles, it would be equivalent to saying: “This is the
washing powder which you have been in the habit of using and is the
one whose excellent qualities have established a goodwill in the minds of
those using such an article.” It is plain that the wrongful user of the
trade-mark is attempting to divert to his own benefit the goodwill built
up by the original manufacturer and that is the goodwill which is valu
able and not the identifying trade-mark.
That the trade-mark or trade-name has no value in itself is shown by
the fact that if a manufacturer allows his goods to fall below the high
standard which has hitherto attracted customers, no device, however at
tractive, will sell the goods. The customer can no longer depend on the
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quality of the goods and after a few disappointments will cease to buy
them. The trade-mark is exactly the same as it was before, but it has
now become a symbol of illwill instead of goodwill.
Usually the trade-mark or trade-name is much more important than
the name of the manufacturer. Thousands of persons are using Gold
Dust washing powder who have not the faintest idea of the name of
the manufacturer. If a hundred housewives were asked to give the names
of the concerns which make Sapolio, Fairy soap, Royal baking powder,
Old Dutch cleanser and many other articles that are identified by a pic
ture or a name, it is certain very few could do so. They have become
accustomed to seeing the picture of the typical Hollander chasing dirt,
and will take any package that bears it or anything closely resembling
it. They may not even remember the name of the article, but will ask
for the woman with a broom, or will point it out on the shelf. It is owing
to this that the courts have uniformly enjoined the use by competitors
of any device that is calculated to deceive ordinary persons who are not
critical observers. Sometimes the article is known by the name of the
manufacturer, who has not adopted a trade-name, though he may use
a trade-mark. An instance of this is Baker’s chocolate, which has the
well-known picture of the woman with a tray on every package. The
picture is not in any way connected with the name of the article, which
is always known simply as Baker’s chocolate. In spite of the right of a
man to use his own name, the courts enjoined W. H. Baker from selling
a chocolate put up in a wrapper somewhat similar to that used by the
Walter Baker Company, but without the picture, and with the name dis
tinctly stated as W. H. Baker & Company. While the chocolate was
correctly stated to be Baker’s chocolate, it was not the particular article
whose goodwill had been established by many years in which a uniform
high standard of excellence had been maintained. It was not until he
was forced to put on every package of his output in prominent letters
“W. H. Baker is distinct from the old chocolate manufactory of Walter
Baker & Company” that he was allowed to use even his own name.
In preventing the infringement or imitation of a trade-mark or tradename, the courts have uniformly done so on the ground that it was the
goodwill that was valuable, and that the mark or name was merely the
expression of the goodwill. The sign on the door of a big and successful
business is intrinsically worth very little. As representative of the great
concern whose name it bears, it is immensely valuable. On this point
Edward S. Rogers says:
“Goodwill must be focused upon something—it must be more than a
general uncrystallized feeling of friendliness. There must be something
to which it can attach to be of value to any one. To patronize a store
or hotel a second time it must be identified. Whatever it is that fixes
identity and thus makes certain to the potential patron that his friendli
ness or goodwill towards it is not being diverted from the intended re-
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cipient to another is the embodiment of the store or hotel proprietor’s
expectation of the public’s continued patronage and the benefits resulting
to him from it. The means of identification of business establishments
are the things to which goodwill attaches and which make a continuing
asset. It may be the name of the proprietor, the sign over the door, a
device on the wrapping paper, a peculiarly designed store front, a partner
ship style, a corporate name or a nickname. It is of no consequence
what it may be in any particular case; if it is a means of identification
it may not be used or imitated by competitors so as to impair the value
to the true owner of the goodwill and patronage which its use secures
to him.”
Patents

It is often very difficult to reach a basis for the valuation of patents
when they are among the assets transferred from one concern to another.
It will simplify matters somewhat if the value of the patents can be
separated from that of the goodwill which the business has been able to
establish in consequence of the monopoly conferred by the patents. Hav
ing the exclusive right to manufacture a certain article for a number of
years, it has the opportunity to make that article a confirmed habit among
all its consumers. When the patent expires and other concerns acquire
the right to make an exactly similar article, they find it up-hill work to
compete with the original manufacturer. The consumers are satisfied and
do not care to try experiments.
If a concern that has for seven years been building up a reputation for
an article protected by patent should then sell to another concern, the
basis of the valuation of the patent would undoubtedly be something more
than the excess profits of the next ten years. However, the price agreed
upon should not be considered the value of the patent, nor should it be
charged to “patents” to be written off in ten years. By far the larger
portion of the price should be considered the value of the goodwill, if
the protected article has proved a success. The distinction may be impor
tant, because patents must be written off during their life, but goodwill
may be considered a permanent asset.
Sinking Fund

or

Serial Bond Plan

Editor, Students’ Department:
Sir : In a recent publication a writer states with reference to the cancel
lation of pre-purchase of bonds for which a sinking fund has been created:
“Whether the bonds are held in the sinking fund or whether they are
retired would have no effect upon the accounts in subsequent years. The
interest on the bonds, if the bonds were not retired, would be charged to
an interest on bond account, but would be credited to a trustee’s income
account and the credit in the trustee’s income account would offset the
debit in the interest on bonds account. If the bonds were retired, there
would, of course, be no interest charge or interest credit.”
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I have also read in another authority that bonds so purchased should
not be cancelled. . . . “Otherwise the fund would be deficient at its
maturity. . .
Can the above statements be reconciled? And how would the sinking
fund be deficient at maturity if part of the cash had been applied to
redemption of the bonds for which it was established?
J. W. T.
New York.
The statement made in the article quoted cannot be reconciled with
the other statement for the reason that the article is wrong in this par
ticular. The first error is in failing to distinguish between a sinking fund
and a redemption fund. To be a true sinking fund, it is imperative that
any of the company’s own securities purchased for the fund shall be held
alive in the fund so that the interest thereon will compound to maturity.
If the securities are cancelled when purchased the fund can no longer be
truly called a sinking fund, but should be called a redemption fund.
The reason for insisting upon this distinction is that sinking fund con
tributions are computed by finding what equal periodical instalments at
compound interest will produce a fund sufficient to retire all the bonds at
maturity. Where some of the securities are cancelled instead of held
alive in the fund, the fund loses the compound interest on the retired
securities. For this reason you cannot inaugurate a programme for bond
retirement on the sinking fund basis and then disorganize that programme
by shifting to the periodical redemption plan.
To make this matter as clear as possible let us assume that a company
issues $100,000 of 5 per cent. bonds, interest payable annually, maturing
in five years. It is provided in the trust deed that a sinking fund shall
be established by contributions of equal amount to be paid to the trustee
of the sinking fund in cash at the end of each year. The amount of the
annual contribution will depend upon the rate of interest which can be
earned on the periodical instalment Assuming that 5 per cent can be
earned, we find in an interest table that an annual contribution of $1.00,
made at the end of each year, will amount to $5.525631. Dividing $100,000
by 5.525631 produces a quotient of $18,097.48, which is the annual contri
bution necessary to make on a 5 per cent. compound interest basis in
order to produce a fund of $100,000 at the end of five years. The follow
ing table shows the accumulation of the fund on the assumption that each
year the company buys $15,000 of its own bonds and holds them in the
sinking fund:

Table of Accumulation

of

Sinking Fund

Assuming that the annual instalment of $18,097.48 and interest accre
tions are invested as follows:
Company’s own 5 per cent. bonds of $15,000, held alive in fund.
Other 5 per cent. securities of other companies.
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End of year
1
2
3
4
5

Annual
cash deposit
$18,097.48
18,097.48
18,097.48
18,097.48
18,097.48

Interest
earned
0
$904.87
1,854.99
2,852.62
3,900.12

$90,487.40

9,512.60

Securities
purchased
$18,097.48
19,002.35
19,952.47
20,950.10
21,997.60

Total fund
$18,097.48
37,099.83
57,052.30
78,002.40
100,000.00

The sinking fund would contain 5 X $15,000, or $75,000 of the com
pany’s own bonds, and $25,000 of cash or securities with which to pur
chase the remaining bonds.
To show that the fund will be deficient if the securities issued by the
company itself are cancelled when purchased for the sinking fund, the
following table of contributions, interest earnings and bond retirements
is presented:

Table

of

Accumulation of Fund

Assuming that $15,000 of company’s own bonds are purchased each
year and cancelled—remainder of annual contributions plus interest accre
tions being invested in 5 per cent. securities of other companies.

End of
year
1
2
3
4
5

Cash
$18,097.48
18,097.48
18,097.48
18,097.48
18,097.48

$90,487.40

Company
Interest
bonds
Total
retired
earned
0 $18,097.48 $15,000.00
154.87 18,252.35 15,000.00
317.49 18,414.97 15,000.00
488.24 18,585.72 15,000.00
667.53 18,765.01 15,000.00

Increase
in fund
$3,097.48
3,252.35
3,414.97
3,585.72
3,765.01

Balance
of fund
$3,097.48
6,349.83
9,764.80
13,350.52
17,115.53

$1,628.13

There are outstanding bonds to be redeemed amounting to
while the sinking fund is only

$25,000.00
17,115.53

7,884.47

Hence the fund is deficient
This is the difference between
The interest earnings of the first fund totaling
and interest earnings of the second fund totaling

$9,512.60
1,628.13
$7,884.47
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The company saves the expense of the annual simple interest at 5 per
cent, on the bonds redeemed, but it loses the compound interest on the
bonds redeemed. The following table shows the interest shortages:

Year
1
2
3
4
5

Interest when
bonds
are redeemed
0.00
154.87
317.49
488.24
667.53

Interest when
bonds
are held alive
0.00
904.87
1,854.99
2,852.62
3,900.12

9,512.60

Interest lost
0.00
750.00
1,537.50
2,364.38
3,232.59
7,884.47

1,628.13

These shortages are accounted for as follows:
During the second year the fund is short
15,000.00
750.00
Hence the company loses 5 per cent. interest on $15,000.00 or

15,750.00
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the third year of
Hence the company loses 5% interest on $30,750.00, or

30,750.00
1,537.50
32,287.50
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the fourth year of
Hence the company loses 5% interest on $47,287.50, or

47,287.50
2,364.38

49,651.88
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the fifth year of
Hence the company loses 5% interest on $64,651.88, or

64,651.88
3,232.59

Making a total shortage of

67,884.47
40,000.00

Bonds still outstanding total

If the fund should be
and is short

100,000.00
67,884.47

32,115.53

there must be in the fund

7,884.47

Shortage
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The statement “whether the bonds are held in the sinking fund or
whether they are retired would have no effect upon the accounts in subse
quent years,” is clearly incorrect. It is true that “the interest on the
bonds, if the bonds were not retired, would be charged to an interest on
bond account, but would be credited to a trustee’s income account,” but it
is also true that the trustee’s income account would also be credited with
interest on interest. The simple interest saved does not offset the com
pound interest earned.
Not only does the retirement of the bonds have an effect on the fund
“accounts in subsequent years,” but it has an effect on the nominal
accounts.

Compound Simple
interest
interest
charged
credited
to income to income Difference

First retirement $15,000, 4 years
before maturity
4 years’ interest on $15,000

$3,232.59

$3,000.00

$232.59

Second retirement $15,000, 3 years
before maturity
3 years’ interest on $15,000

2,364.38

2,250.00

114.38

Third retirement $15,000, 2 years
before maturity
2 years’ interest on $15,000

1,537.50

1,500.00

37.50

Fourth retirement $15,000, 1 year
before maturity
1 year’s interest on $15,000

750.00

750.00

$7,884.47

$7,500.00

The fund is short the compound interest of
and the income is short

384.47

$7,884.47
384.47

A point that is seldom taken into consideration in comparing the sink
ing fund with the serial redemption plan is that the company pays out
more actual money the first part of the time under the serial plan and for
the last part of the time less is paid out than under the sinking fund plan,
the net result being that the total amount paid out when the bonds are
redeemed and cancelled, that is under the serial plan, is less than the
amount required to operate the sinking fund. Of course, as far as the
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company is concerned, the money, whether for fund or interest, paid to
the trustee of the sinking fund is paid out just as much as if it went to
outside holders of the bonds. The figures are as follows:

End
End
End
End
End

Date
1st year
2nd year
3rd year
4th year
5th year

Sinking Fund Plan Payments
Fund
Outside
Excess
Fund cash
interest
interest
Total payments
18,097.48
5,000.00
23,097.48
18,097.48
904.87
4,095.13
23,097.48
18,097.48
1,854.99
3,145.01
23,097.48
97.48
18,097.48
2,852.62
2,147.38
23,097.48 1,097.48
18,097.48
3,900.12
23,097.48 2,097.48
1,099.88

90,487.40

Date
End 1st year
End 2nd year
End 3rd year
End 4th year
End 5th year

9,512.60

15,487.40

115,487.40

Serial Plan Payments
Interest
Bonds paid
paid
Total
20,000.00
5,000.00
25,000.00
20,000.00
4,000.00
24,000.00
20,000.00
3,000.00
23,000.00
20,000.00
2,000.00
22,000.00
20,000.00
1,000.00
21,000.00

100,000.00

15,000.00

115,000.00

3,292.44

Excess
payments
1,902.52
902.52

2,805.04

487.40

487.40

15,487.40

3,292.44

Excess sinking fund plan

For large amounts extending over many years this excess might seem
to be a great objection to the sinking fund plan, but the objection vanishes
when the facts are considered.
The theory on which all sinking fund calculations are based is that
money is worth a certain rate of interest whether in the hands of the
company itself or of the fund trustee. This will not work out exactly
in practice unless some way is found to realize the rate on the odd amounts
of cash in the hands of the trustee, but the theory is true enough for all
practical purposes. Therefore, in analyzing the conditions attendant upon
the excess payment, compound interest on these payments must be debited
and credited in order to find the actual net loss or gain made by the com
pany under whichever plan it chooses to adopt.
In the example used the company has paid out on the sinking fund
plan an excess of $3,292.44 and under the serial plan an excess of $2,805.04,
a clear loss of $487.40. However, it must be noted that the smaller excess
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is paid in the first two years and the larger in the last three, and the
interest must be calculated to see to what extent the longer time offsets
the larger amount

Under the serial plan the company loses the use of
$1,902.52 for 4 years, on which the compound interest is
902.52 for 3 years, on which the compound interest is
Total loss
It gains the use of
$ 97.48 for 2 years, on which the interest is
1,097.48 for 1 year, on which the interest is
Net loss of interest

409.99
142.26
552.25

9.98
54.87

64.85
487.40

That is, the serial plan in addition to $15,000.00 actual interest paid
loses $487.40, making it cost exactly the same as the sinking fund plan.
It may be that the article intended to say that the choice of a plan
would make no difference in the result, which is true, but it is far from
true that it “would have no effect upon the accounts in subsequent years.”
Calculating Commission on Net Profits

Editor, Students’ Department:
Sir: I enclose a solution of a proposition which we ran into recently
in auditing some cotton mill books, which may be of interest to your
readers.
A corporation, having an average invested capital of $250,000.00 for
1918, earned $180,000.00 net. The average invested capital for the pre
war period was $200,000.00; the average net earnings, $40,000.00.
We find in the minute book, under date of January 1, 1918, the follow
ing resolution: “The treasurer shall receive a commission of 20 per cent. of
the net profits after the excess profits, war profits and income taxes and
his commission have been deducted. His commission is to be considered
an administrative expense and is to be deducted from net earnings before
the taxes have been computed.”
What is the corporation’s net profit? What is the treasurer’s com
mission? What are the taxes?
Charlotte, North Carolina.
J. L. Hoyle, C.P.A.

Solution by Mr. Hoyle:
The taxes, without considering the commission to treasurer, would be:
Excess profits taxes
20% invested capital
50,000.00
Less credits:
Specific deduction 3,000.00
8% invested capital 20,000.00 23,000.00

27,000.00 @ 30% = 8,100.00
Net earnings
180,000.00
20% invested capital 50,000.00 130,000.00 @ 65% = 84,500.00 92,600.00
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War profits taxes
Net earnings
180,000.00
Less credits:
Specific deductions 3,000.00
Average net earnings
for pre-war period 40,000.00
10% increase in in
vested capital
5,000.00 48,000.00
Less excess profits taxes

132,000.00 @ 80% =105,600.00
92,600.00 13,000.00

Income taxes
Net earnings
180,000.00
Less credit (specific deduction) 2,000.00

178,000.00

Less excess and
war profits taxes

105,600.00
72,400.00 @ 12% =

Total taxes
Now let X
Y
Z
Equation (1) X

=
=
=
+

8,688.00

$114,288.00

Corporation’s net profit
Treasurer’s commission
Taxes
Y + Z = 180,000 net earnings.

The treasurer’s commission is to be 20% of net profits after both commis
sion and taxes have been deducted, and we have equation No. 2:
Y = 20% [180,000 —(Y + Z)]
As 80% of $132,000, the net amount of earnings less the war profits
credits, is the sum of both the excess profits and war profits taxes, and
as the income tax is 12% of earnings after the credit of $2,000.00 and the
excess and war profits taxes have been deducted, we have for our third
equation:
Z = 80% (132,000 — Y) + 12% [(178,000 — Y) — 80% (132,000 — Y)]

Simplifying equations Nos. 2 and 3, we have:
(No. 2)
6Y +
Z =
180,000
(No. 3)
103Y + 125Z = 14,286,000
Multiplying No. 2 by 125 and eliminating “Z” by subtraction, we have:
750Y + 125Z = 22,500,000
103Y + 12 5Z = 14,286,000
647Y=8,214,000
Y
= 12,695.517
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Substituting the value of “Y” in equation No. 2, we have:
6Y +
Z = 180,000
Z = 180,000 — 6Y
Z = 180,000 — 76,173.10
Z = 103,826.90

Substituting the values of “Y” and “Z” in equation No. 1, we have:
X + Y + Z = 180,000
X = 180,000 — (Y
Z)
+
X = 180,000 — (12,695.52 + 103,826.90)
X = 63,477.58
X = 63,477.58=Corporation’s net profit
Y = 12,695.52=Treasurer’s commission
Z = 103,826.90=Taxes
X + Y + Z = 180,000.00=Net earnings.
20 [180,000 — (103,826.90 + 12,695.52)]
= 12,695.52 = Treasurer’s com
mission, which was to be 20 per cent. of net profits after both commission
and taxes had been deducted.
Computing the taxes on net earnings less the treasurer’s commission,
we have:
Net earnings = 180,000.00
Treasurer’s commission = 12,695.52

Basis of taxes = 167,304.48
Excess profits taxes
50,000.00
20% invested capital
Less credits:
Specific deduction 3,000.00
8% invested capital 20,000.00 23,000.00

27,000.00 @ 30% = 8,100.00
Basis of taxes
167,304.48
20% invested capital 50,000.00 117,304.48 @ 65% = 76,247.91 84,347.91
War profits taxes
167,304.48
Basis of taxes
Less credits:
Specific deduction 3,000.00
Average net earnings
for pre-war period 40,000.00
10% increase in in
vested capital
5,000.00 48,000,00

Less excess profits taxes

119,304.48 @ 80% = 95,443.58
84,347.91 11,095.67

392

Students’ Department
Income taxes
Basis of taxes
167,304.48
Less credit (specific deduction) 2,000.00

165,304.48
Less excess and war profits taxes 95,443.58
69,860.90 @ 12%

Total taxes

8,383.31
$103,826.89

“Z” = 103,826.90

Profit Percentage Basis
Editor, Students’ Department:
Sir : If a corporation was authorized at $250,000.00 but only issued stock
to the amount of $200,000.00 and after a number of years issued a stock
dividend of the remaining stock, in making up statement at the end of the
year would the percentage of profit be figured on the $200,000.00 or
$250,000.00?
Would any credit items going through the surplus adjustment account
have to be taken into account when making up income statement, such
as correcting mistakes, stock discount or premiums, etc.?
If you will answer the above questions through your publication at
your convenience you will greatly oblige
Yours very truly,
San Francisco, California.
E. H. B.
I understand that the questions contained in your letter refer to the
financial statements rendered to the directors and stockholders, and not
to the statements prepared for the income tax.
If by percentage of profit is meant that which is earned on the capital
employed in the enterprise, the base of the calculation must not be the
issued stock alone. The surplus or undivided profits must also be included.
Surplus is just as much capital as is the paid-in stock. This is manifest
in a partnership where the undrawn profits are at once added to the
capitals of the partners. The fact that undivided profits are credited to a
surplus account in a corporation does not change their nature.
As the stock dividend could not be declared except out of surplus, the
issue of the stock does not change the total of the capital employed. It
merely increases the issued stock and decreases the surplus to the same
extent.
The percentage of profits to issued stock only would have no practical
value, except to show what dividend is being earned. For this purpose
the percentage would be on the basis of the entire issued stock after the
dividend stock had been issued.
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Surplus adjustments would appear in an income statement in the final
table as follows:

SURPLUS
Adjustments detailed
Corrected balance, down

0.00
0.00

Balance January 1
Adjustments detailed

0.00
0.00

0.00

0.00

Corrected balance

0.00

And then the entries for the current year. If there are many items they
may be detailed in a schedule and only the net result used here.
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INCOME TAX PROCEDURE 1919; by Robert H. Montgomery. The
Ronald Press Company, New York. $6.00.
It has been stated that while theory without practice is useless, practice
without theory is anarchy. Certainly the preparation of income tax re
turns, especially for corporations, without an exact knowledge of the
regulations and a fair knowledge of preceding laws and their interpretation
would result in the widest variations and in extreme departure from the
treasury’s understanding of the law. The author has therefore, performed
a public service in bringing out the current edition of his Income Tax
Procedure because it interprets both law and regulations and annotates
the present law with precise references to previous ones and with illumin
ating comments on obscure sections. It required courage to present so
formidable a volume within a few weeks after the passage of the law and
before the regulations were available, but the result demonstrates the
wisdom of the action. Previous editions had established the book as a
standard guide in income tax matters and the present edition again reveals
the author’s exceptional knowledge of the laws and his astuteness in
explaining the regulations and in suggesting interpretations where none
has been proposed by the government.
Perhaps the most useful service performed by the book and its supple
ment is the thorough discussion of invested capital, with particular refer
ence to inadmissible assets. Sections 325 and 326 of the law are dangerous
ones to apply because, on first reading, their inherent ambiguity is not
apparent and an incorrect interpretation of them with an underassessment
or overassessment of the tax might readily result. As pointed out by the
author, section 325 (a) “is not at all clear and can hardly be understood
except by the use of several illustrations.” Illustrative problems solved
in detail, accompanied by copious comments and explanations presenting
the underlying principles and stating the results sought to be obtained by
the law, are of great assistance in involved cases.
Accountants who have to apply the law will agree with the author that
the computation of invested capital should begin with a statement of
capital stock and surplus, to be adjusted, instead of with a detailed list of
assets. On pages 718 and 719 is a particularly valuable tabulation showing
the additions and deductions which may be expected to affect the invested
capital as determined at the beginning of the year. Opposite each item
is a reference to the pages of the book where it is explained and dis
cussed in detail.
The book as a whole may be said to be comprehensive and logically
developed. An introductory chapter shows one the principal portions of
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1917 procedure which he must unlearn and by summarizing the 1918 law
offers a perspective before the details are presented. Part I deals with
application and administration and is followed by discussions of income
and deductions. Part IV. is concerned with special classes of taxpayers
and concludes the presentation of that part of the law imposing the
income tax. Then follow the excess and war profits taxes and the text
concludes with part VI which discusses the federal capital stock (excise)
tax and the munition manufacturers’ tax. The complete 1918 law is given
in an appendix. A very complete table of contents and a forty-six page
double column index are of material assistance. The book is well anno
tated and former procedures are explained in footnotes.
While the author gives no encouragement to those who seek to evade
the tax, practical and helpful suggestions are made to enable a taxpayer
to resolve reasonable doubts in his own favor, in accordance with the
established principle of law that "such statutes are construed most strongly
against the government, and in favor of the subjects or citizens, because
burdens are not to be imposed, not presumed to be imposed, beyond what
the statutes expressly and clearly import.” For example, on page 49, the
author points out that where several persons contribute to the joint sup
port of several dependents, it may be desirable to allocate the contributions
to particular dependents so that the taxpayer may be the chief supporter
of certain individuals and thus become entitled to the dependent exemption.
In a brief review it is difficult to select portions for special comment.
Throughout the book runs a thread of discussion on the fundamentals of
accounting which makes it a valuable contribution to accounting literature
apart from its function as a tax manual. It is a readable book because the
author’s personality pervades it—witness on page 142, where he comments
on the average man’s willingness to pay an exorbitant taxicab charge or
tip an insolent waiter rather than undergo the unpleasantness of a row.
Anyone familiar with bureau methods in Washington will agree that
some decentralization is advisable in order to avoid intolerable congestion.
While uniformity should be sought, a slight compromise is justifiable when
it will make for dispatch.
The book is encyclopaedic and replete with practical suggestions for
special types of taxpayers and special kinds of cases. Among many unex
pected ideas is one that an individual may deduct the taxes paid by him
in connection with club dues, railroad and Pullman fares and admission
to places of amusement. This may induce more accurate account keeping,
a point often urged by the author, and one may some day see individuals
carrying pocket note books in which to record these taxes, heretofore
ignored as deductible by the vast majority of individual taxpayers. An
annual expenditure in such taxes could easily amount to $50.00, in which
case a deduction under a 12% tax would itself pay for this entertaining
and practical book leaving all the other benefits derived as pure income—
but too intangible to be subject to any tax which the most inquisitorial
congress could conceive.
Harold Dudley Greeley.
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NEW MODERN ILLUSTRATIVE BOOKKEEPING, Introductory
course, by Charles F. Rittenhouse, C.P.A. American Book Company.
152 pp. Cloth, $1.20.
There should be cause for much rejoicing at the appearance of this
book. The great body of bookkeeping teachers is made up of two types—
human teaching machines and teachers. The latter type is the product
of or shows the influence of the modern school of thought. It rebels at
having to teach principles which are unsound and practice which is not
only obsolete but positively wrong. The teachers are therefore to be
congratulated on the selection by the publishers of so able a person to revise
Modern Illustrative Bookkeeping. The general result is most satisfactory.
Those who are disposed to be critical may of course find things to
deplore. The discussion of "double entry bookkeeping,” for example,
misses the opportunity to bring out the fact that one set of entries records
financial condition while the other set records the changes therein. It
still clings to the traditional statement that “it is necessary to record both
the thing received and the thing given.”
Another thing which is subject to criticism is the discussion of the use
of red ink. "If red ink is used at all by the bookkeeper, it is used for all
ruling in the ledger and in books of original entry and in balancing ledger
accounts.” The reviewer is tempted to remark that the only bookkeepers
who still use red ink are those who are ignorant of the fact that its use
in books is obsolete or those who are forced by circumstances so to do.
The sooner texts on bookkeeping unite in advising against a practice which
is both time-consuming and unnecessary the sooner the practice will be
discontinued entirely.
The revision as a whole meets the modern tests with regard to content,
arrangement of material and method. It is a valuable addition to the
supply of material available in this field.
JOHN RAYMOND WILDMAN

ELEMENTS OF BUSINESS, by Parke Schoch and Murray Gross.
American Book Company, New York. 216 pp. Cloth, 88 cents.
Elements of Business is a striking example of the oft repeated remark
that “a book should not be judged without first reading the preface."
Without discovering what the authors seem to have in mind one would
be tempted to describe the book in question as a compilation of the
materials of business practice, lacking in correlation and without focus.
There is apparently little in this book which is not in numerous other
books. It is divided into six parts with titles as follows: exchange, money
and credit; banking and savings institutions; insurance; property; invest
ments; letter writing; personal account records. The quality of the
material is excellent; the exposition very interesting. From a practical
point of view it will probably serve as an inexpensive compilation of good
material.

397

The Journal of Accountancy
When one realizes that the motive which prompted the book was a
desire to render social service, the objective becomes clear, the relations
apparent.
JOHN RAYMOND WILDMAN

READINGS IN THE ECONOMICS OF WAR. Edited by J. Maurice
Clark, Walton H. Hamilton, and Harold G. Moulton. University of
Chicago Press. $3.00 net.
There are few students, professional or amateur, who do not long
for some convenient method of preserving for future reference the
data and opinions on contemporary problems which they read in current
journals and books. We have all felt the exasperation incident to the
vain attempt to locate a half-remembered statement which we would give
much to be able to quote verbatim. It is all very well to say “always
verify your quotations,” but what if one can remember neither quotation
nor the source?
Three professors, two of the university of Chicago and one of
Amherst, recognizing the importance of contemporary thought before,
during and after the great war, have collected and edited a series of
articles on the economics of war, making a volume of some six hundred
pages, “full of meat.” It is not an economic text-book, but is intended
to be used for collateral reading by students in economic courses. The
source of every article or extract is given in foot-notes, a cursory perusal
of which gives ample assurance of the impartiality exercised by the
editors.
He will be a temerarious man, however, who attempts to read the book
through in ordinary course. Mental indigestion at the least will be his fate.
W. H. L.
AUDITING PROCEDURE, by William B. Castenholz, A.M., C.P.A.
LaSalle Extension University, Chicago.
The LaSalle extension university has published this book by William
B. Castenholz, which presumably is the official text-book of the institution
on the subject of auditing procedure and we take it for granted that it is
supplementary to a regular course on auditing theory. The author states
specifically
“Not what and why, but how—that is the essential message of
this book.”
The contents of the book of 342 well-printed pages bear out this state
ment. As a guide to procedure the book is well worth having for reference
by new practitioners.
W. H. L.
STORING: ITS ECONOMIC ASPECTS AND PROPER METHODS,
by H. B. Twyford. D. Van Nostrand Company, New York.
The second half of this book, beginning with chapter VIII, will be
found of great value to the public accountant. The question of inventories,
always an important one and doubly so now that the federal income tax
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laws recognize the necessity of accurate inventories in ascertaining
invested capital, has been a stumbling-block since time immemorial. Most
of us side-step it by accepting the statements submitted by proper officers
(see any standard work on auditing). This may be permissible but, be it
noted, only on condition that the system in effect for recording stock is
trustworthy and accurately kept. Mr. Twyford’s methods and forms, with
his practical suggestions to the storekeeping force, leave little to be desired,
and are well worth studying by the auditor who is endeavoring to en
courage scientific and systematic methods of stores accounting on the part
of his clients.
W. H. L.
MODERN MANAGEMENT APPLIED TO CONSTRUCTION, by
Daniel J. Hauer. McGraw-Hill Book Co., Inc., New York. $2 net.
Modern Management is a book of some 180 pages on the application of
scientific management to construction work. While it is an interesting
study of modern methods in organization, accountants will find only a few
pages (chapters 8 and 9) of any particular relevance, and those of quite
general character. Accountants who are employed on construction work
will find the book useful in helping them to get in touch with the engineers
who are striving for the last word in efficiency.
W. H. L.
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Delaware Society of Certified Public Accountants
At the annual meeting of the Delaware Society of Certified Public
Accountants, March 21, 1919, the following officers were elected: president,
Peter T. Wright; vice-president, Will-A. Clader; secretary, William H.
Van Hekle; treasurer, Clifford E. Iszard. All the officers and T. Whitney
Iszard were elected members of the executive committee.

Joseph J. Mitchell and William B. Castenholz announce the formation
of a partnership under the firm name of Mitchell, Castenholz & Co., with
offices at 11 South La Salle street, Chicago, Illinois.
Robinson & Bours announce that H. Edwin Nowell has become a
member of the firm and that their offices have been transferred to the
Crocker building, San Francisco.
Baines, Bennett & Bennett announce the formation of a partnership,
with offices at 110 West 42nd street, New York.

Loomis, Suffern & Fernald announce the removal of their offices from
149 Broadway to 54 Wall Street, New York.
Russell W. Bennett announces that he has reopened offices at 117 W.
Forsyth street, Jacksonville, Florida,

The Baltimore Audit Company announces that Thomas L. Berry has
become associated with the company.

Robert Douglas & Co. announce that Raymond D. Willard has been
admitted as a partner in the firm.
Gordon Robb announces the opening of an office at 326 Chronicle
building, San Francisco, California.

George B. Buist announces the opening of offices in the Fletcher Trust
building, Indianapolis, Indiana.
Clarence R. Laws announces the opening of an office in La Salle
building, St. Louis, Missouri.
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